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Depreciation and High Costs 


By Mavrice E. 


WwW this sounds like a rather 
technical stbject it is really one 


in which everyone is interested. Our 
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interest in high costs is so acute as to be 
painful. We may say, “Yes, but we are 
not talking of the high costs of grocer- 
ies, clothing or houses, we are talking of 
the high costs of buildings, machinery 
tools, transportation, equipment and 
things of that sort.” However, Isaiah 
says that “.... all flesh is grass.” It is 
equally true that all buildings, machin- 
ery and equipment are flesh, that is, 
labor. The high prices of the things we 
eat, wear and use in our daily lives are 
quickly translated into high prices for 
all other types of property. When costs 
are high we must budget differently 
from when they are low. The thrifty 
housewife knows that when the time 
comes to replace, say, bed linen or 
blankets, she must provide or obtain 
considerably more money for the pur- 
pose than she needed when these things 
were bought some years ago. She may 
be able to do this by getting the money 
out of her husband’s increased income. 
If his income has not increased she 
must take it out of past savings, cut 
down on other items, or do without. 
In any event, the housewife is well 
aware that she cannot replace her 
household goods now for anything like 
the amount she originally paid for 
them. This condition permeates our 
entire economic and industrial life. The 
words and figures, when they are ap- 
plied to the machinery and equipment 
in a factory, are less familiar and more 
complicated, but they mean exactly the 
same thing to the factory management 
as the necessity for buying the new 
sheets and blankets at increased prices 
means to the housewife. The fact is, 
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The New 
worth what it used 


ee een 
our dollar just isn't 


Another statement, not, perhaps, a 


fact but at least a fair supposition, 1s 
that it will not regain its value, say, in 
the next decade or two at least. It 1s 


not necessary to be a student of eco- 
nomics to understand the reasons for 
this. The public debt must be serviced ; 
rates must be kept low; a high 
total monetary income for the country 
maintained if public debt 
service and the other budgetary ex- 
penditures are not to be an intolerable 
burden. Furthermore, the amount of 
taxation required is impossible without 
a very high national income. In the face 
of these things and in the face of the 
inevitable resistance of labor to any de- 
crease in hourly rates, it is difficult to 
make out a case for the possibility of 
any drastic general decline in prices in 
the immediately foreseeable future. 


must be 


The recent settlement between 


General Motors Corporation and the 
United Automobile Workers made 
public on rl 25th, may well be taken 


} 
to pe a col 


firmation of the fact that we 
1an era of changed economic 
yer that those responsible 
for the management of one of the coun- 
trys largest corporations and the lead- 
i country’s largest trade 

t no important change or 
reversal of trend for several vears 
‘urthermore, the index number is to be 
a chosen instrument by which wages 





. ] 
one ot the 





adjusted to current condi- 
lhese seem like sweeping and dog- 
Whether they are 
justified may be judged after reading 
an excerpt from the statement made by 
General Motors Corporation: , 


Matic assertions. 


“A two-year agreement has been reached 
between General Motors and the U.A.W.- 
C.I.O. based on the mutual acceptance of 
wage adjustment formula designed by the 
parties to promote prosperity and stability 
and protect and improve the standard of 
living of General Motors employees. It is 
hoped that this agreement will be found 
to be an important step forward in in- 
dustry-labor relations. This wage adjust- 
ment plan includes: 
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“1. A cost-of-living adjustment based 
on the consumer price index of the Federal 
Bureau of Labor Statistics of 100.2 for 
1940 and 169.3 for April of this year and 
the average wage rates of 1940 and the 
present rates. This cost-of-living adjust- 
ment has been determined to be 8 cents 
per hour. 

“2. An annual improvement factor to 
increase the standard of living of work- 
men. The company has agreed to under- 
write this at 3 cents per hour. 

“3. Quarterly adjustment in the cost-of- 
living factor to be based on the Bureau of 
Labor Statistics cost-of-living index. 

“4. Wages under the formula and con- 
tract provisions have been stabilized for 
two years.” 

a ~*~ * * ok 

“The first quarterly cost of living read- 
justment will be made in the first pay pe- 
riod starting after Sept. 1, 1948, and will 
be based on the July consumer price index 
published by the Federal Bureau of Labor 
Statistics, which is expected to be released 
late in August.” 


It will be observed that the corpora- 
tion has committed itself to the payment 
of millions of dollars of wage increases 
based on a composite index number 
prepared by a government agency. 
When the cost-of-living index of the 
Bureau of Labor Statistics was used 
merely as evidence in bargaining along 
with other factors the responsibility 
resting on these government employees 
preparing the index number was suf- 
ficiently heavy. They are now in the 
position of telling General Motors Cor- 
poration how much it shall increase the 
wages it pays and they are also telling 
the employees of the corporation what 
increases they may expect under the 
agreement. 

Perhaps I have labored to make 
something clear which everybody 
knows, but judging from comments 
which have been received on various 
questions entering the depreciation pic- 
ture there are a number of accountants 
and some businessmen who have not 
fully grasped the implications of the 
present situation. 

While I am a member of the Ac- 
counting Procedure Committee of the 
American Institute of Accountants, I 
do not, of course, presume to speak 
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for that body in any way nor do I 
wish to appear to prophesy or antici- 
pate any future acts of the Committee. 
That Committee, in its Bulletin No. 33, 
recognized clearly the existence and 
seriousness of the problem, but it was 
not able, in December, 1947, when the 
sulletin was issued, to point out any 
method which it considered suitable for 
general use or which would meet the 
tests of objectivity and practicability. 

A number of corporations in their 
annual accounts for 1947 attempted in 
some way to meet this problem. Among 
the corporations which made such at- 
tempts, there was practical unanimity 
on the question of the nature of the 
problem. The corporations realized 
that they were not charging current 
buildings, machinery and 
equipment being currently consumed in 
the process of manufacture into their 
costs of sales, while, in most instances, 
labor, services and material were 
charged on an approximately current 
basis. 

In some cases, attempts were made 
to determine an amount to be deducted 
from income; in others, an amount was 


costs. of 


appropriated from surplus; and in still 
other cases, an amount was shown as 
a footnote or in the president’s report 
but not in the accounts; and fnally, 
several companies merely mentioned in 
the president’s report the fact that de- 
preciation was insufficient to cover 
current costs of plant, machinery and 
equipment without giving a definite 
figure for the deficiency. 

There is no doubt that the present 
condition of plant, machinery and 
equipment accounts throughout the 
country is a dangerous and an anom- 
alous one. We _ have substantially 
identical buildings, machinery or equip- 
ment, capable of producing substantial- 
ly the same type of product, valued at 
a scale of prices for different companies 
ranging from zero to the high inflated 
figures for the last two years. Two 
companies showing equal monetary 
amounts for net plant, machinery and 
equipment and an equal monetary 
charge for depreciation may be repre- 
senting by those figures conditions 
which are widely and radically dif- 
ferent. For instance, the plant account 
of Company A might consist of: 


COMPANY A 


Reserve Net book Depreciation Replace- Depreciation 
for value on cost ment value on replacement 
deprecia- Jan. 1, —year Jan. 1, value— 
Cost tion 1948 1948 1948 year 1948 
Fully amortized 
emergency plant 
facilities .....$ 500,000 $500.000 = ame $ 500,000 $25,000 
Purchases 1938. 500,006 250,000 $250,000 $25,000 800,000 40,000 
Purchases Jan. 
[ei 250,000 —_ 250.000 12,500 250.000 12,500 
$1,250,000 $750,000 $500,000 $37,500 = $1,550,000 $77,500 





Manufacturing Company B might have a plant account consisting of: 


COMPANY B 


Purchases 





June, 1934 ...$ 400,000 $250,000 $150,000 $20,000 $640,000 $32,000 

Purchases 
Jan. 1, 1948... 350,000 = 350,000 17,500 350,000 —_17.500 
$ 750,000 $250,000 $500,000 $37,500 $990,000 $49,500 











These two companies would show in 
their Balance Sheets and Income Ac- 
counts substantially the same condi- 
tions: a net plant value of $500,000 and 
a cost depreciation calculated on pre- 
sent methods of $37,500. For Company 


1948 


A this $37,500 would represent the 
depreciation on plant which had an 
original cost of $1,250,000 and, if we 
consider that present machinery prices 
are about 60% over 1939, a replace- 
ment value of $1,550,000, being $500,- 
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000 emergency plant facilities, $800,000 
being 160% of $500,000 out oe and 
equipment acquired in 1938, and $250,- 
000 for machinery and equipment ac- 
quired in 1948, Instead of an annual 
charge of $37,500, representing the 
cost of fixed property currently con- 
sumed in operations, the manufacturer 
should have provided 5% of $1,550,000 
or $77,500. 

Of course if Company A had _ fol- 
lowed the recommendations of the 
Committee on Accounting Procedure 
of the American Institute of Account- 
ants in its Bulletin No. 27, the fully 
or ized emergency plant facilities 
would have been restored to an amount 
reasonably representative of their re- 
maining useful life. 

However, many companies wrote off 
their emergency plant facilities and did 
not restore them. I agree that it would 
be better to follow Bulletin No. 27, but 
I am trving to represent factual rather 
than desirable conditions. 

Company B also has a net plant value 
of $500,000. It purchased its original 
plant 1214 years ago in June, 1934, for 
$400,000, and in 1948 purchased addi- 
tional plant for $350,000. Its original 
plant, depr ciated at 5° for 1214 
years, would show a net value of $150, 
OOO and its recently purchased plant 
would show $350,000. The depreciation 
would amount to $37,500. However, 
this manufacturer had no emergency 
plant facilities. If we increased the 
amount of his original plant by 60% 
we would have a present gross replace- 
ment value of $990,000, on which de- 
preciation ier one year should amount 
to $49,500. 

There is nothing peculiar, unusual 
or far-fetched about these examples, 
vet there is no doubt that the first 
manu facturer is consuming or using in 
his current operations plant, mz ichinery 
and equipment of a productive capacity 
and value of over 50° more than that 
of the second manufacturer, yet the 
balance sheet figures are precisely the 
same: $250,000 accrued depreciation, 
a net figure of $500,000, and a deprecia- 
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tion of $37,500. Does such a condition 
represent facts of any sort, financial, 
economic or operating ? It seems to me 
that the actual facts are that the first 
manufacturer has a plant worth $1,550, 
000 gross, and that the cost of using 
this plant for one year is $77,500. It 
seems equally clear that the second 
manufacturer has a plant worth $990, 
000 gross, and that the cost of using 
his plant for one year is $49,500. It 
does not seem to me that a method oi 
accounting which can produce results 
of this sort can be described as logical, 
consistent, or in accordance with any- 
thing which should be an accepted 
principle of accounting. 


Certainly, if each manufacturer were 
using all of his property on a cost- 
plus-fixed-fee contract for the govern- 
ment, it would seem to be improper and 
unfair to give either contractor so little 
allowance for the use of his plant, 
machinery and equipment as $37,500, 
and it would seem equally unfair to 
make the same insufficient allowance to 
each contractor when the actual plant, 
machinery and equipment in use of one 
of them was more than 50% greater 
than the other. As I said before, there 
is nothing peculiar, unusual or impos- 
sible about these illustrations. Plant, 
machinery and equipment accounts of 
many corporations in the United States 
are a confusing hodgepodge of figures 
arrived at on different bases and ex- 
pressed in dollars of widely varying 
values. 

It may be argued that depreciation 
on emergency plant facilities should not 
be included in any calculation of cost 
for government purposes and that it 
is improper for the government to pay 
rent for the use of such facilities, On 
the surface there seems some justice in 
these contentions. The permission to 
write off for income and excess profits 
tax purposes emergency plant facilities 
in five years or less would seem to be 
almost the equivalent of the govern- 
ment paying for them, especially if they 
were written off for excess profits tax 
purposes. However, the permission to 
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write off emergency plant facilities in 
a short time was recognized as an in- 
centive to the purchase of such facili- 
ties and it was quite clear that the pro- 
vision operated to some extent as a 
subsidy to those manufacturers who 
could not or did not wish to risk their 
own capital in the facilities required for 
the execution of government contracts. 

There were, however, many other 
subsidies granted during the war, for 
instance, on agricultural products and 
on certain strategic metals. There is, 
so far as I am aware, no proposal to 
penalize operations of agricultural or 
mining organizations which received 
these subsidies. 

It was, at one time, proposed that 
the government should take title to 
emergency plant facilities on the ground 
that it had substantially paid for them. 
This question was debated in respon- 
sible and authoritative quarters and it 
was decided that such a_ procedure 
would be unfair and impractical. If it 
is clearly the intent of the government 
that emergency plant facilities should 
be considered as a subsidy there is no 
reason or justification for discriminat- 
ing against those manufacturers using 
emergency plant facilities, unfortunate 
enough to be operating on government 
contracts, by refusing a proper rental 
or other payment for the use of such 
facilities. This procedure would be 
equivalent to attempting to recapture 
a subsidy already given and approved 
by Congress. 

Apart from the inherent injustice 
of attempting to discriminate be- 
tween classes of taxpayers and govern- 
ment contractors who received one 
type of subsidy, emergency plant facili- 
ties, and those who received other types 
of subsidies, such a discrimination is 
largely impracticable and could only 
operate to the disadvantage of the con- 
tractor who either was trying to be 
completely fair or was not very adroit, 
and the contractor who was willing to 
use any legal means of getting a fair 
return for the use of his property. 

There are legal methods by which 


1948 


the valuation of any property may, for 
tax purposes, be brought up to its 
present value. It is unnecessary to ex- 
plain these here but they are familiar 
to any competent accountant or tax 
practitioner, 


The reason for this unhappy condi- 
tion in plant, machinery and equip- 
ment accounts is not entirely due to 
higher prices. It is quite possible that 
if high prices were the only things we 
had to contend with and if these high 
prices were consistently and uniformly 
expressed on a corporation’s books, we 
might very well devise some method of 
accounting on a cost basis which would 
give us the facts. However, when we 
have assets valued on a so-called ‘cost 
basis” ranging from zero to the in- 
flated values of 1946 and 1947, it is 
difficult to maintain any very high re- 
spect for the reliability or usefulness of 
such figures. It certainly seems that 
the use of any such figures in any sort 
of cost computation for any purpose is 
bound to be misleading and dangerous. 
It is well worth the effort to arrive at 
some objective basis subject to reason- 
able check and verification for placing 
plant, machinery and equipment ac- 
counts on a realistic basis in agreement 
with present day conditions. And it 
seems equally worth the effort to de- 
vise and maintain the records to ac- 
complish this. In my opinion it is 
entirely practical by means of appraisal 
or index numbers to convert plant, 
machinery’ and equipment accounts 
kept on the various bases ambiguously 
known as “cost” to a consistent and 
uniform current value. Once that is 
done the calculation of the consumption 
in current operations at current prices 
of such plant, machinery and equipment 
is not a matter of great difficulty. 


It is quite possible that this condition 
should be corrected in different ways 
for different purposes. For costs other 
than inventory costs, depreciation 
should be calculated on the basis of 
replacing productive property at cur- 
rent costs. This is roughly equivalent 
to renting the property to the cus- 
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tomers on a basis of current values. 
This rental idea is probably the sound- 
est cost concept and would form a fair 
basis for avoiding discrimination be- 


tween government contractors when 
costs were used, for cost-plus-fixed-fee 


con s, forward pricing or renego- 
tiat 

Ie Uurposes of corporate accounts 
it would seem proper to indicate in 
SO iv the amount of deg -eciation 
based on the current value of produc- 


tive property. How this figure should 
be indicated and applied is having the 
‘onsideration of some of the 
outstanding accountants in the country. 
These include the controllers or other 
accounting officers of important cor- 
porations as well as accountants in 








public practice. 


There 1s litt 


le doubt that this con- 


dition should be recognized for pur- 
poses Federal taxation. We already 
have the LIFO principle in inventory, 


the general effect of which is to charge 
against the current operations the most 
recent costs of materials. If we were 
abic, each year, to buy just enough 
buildings, machinery and equipment to 
ned in that vear’s production 
we would have no problem. However, 
productive property must be con- 
and paid for many vears in 
f its eventual consumption in 
operations. That it will be consumed is 
one t the basic concepts of the going 
4 business operation 

nterprise will con- 


concern theory 
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tinue and will need a replacement of 
some equivalent equipment. If we had 
an enterprise where the physical addi- 
tions and replacements each year were, 
say, 1/20th of the total plant and the 
plant was being written off over a 
period of twenty vears we would 
charge into costs an amount about 
equal to the current additions on the 
assumption that the plant was being 
maintained and the current value of 
the portion purchased each year would 
be about equal to depreciation on a re- 
placement basis. This would be a 
fairly close approximation to the appli- 
cation of LIFO to plant, machinery 
and equipment. It would have the 
further virtue of dealing with expended 
costs. The extent to which such a 
method practicable and whether it 
could be sufficiently extended to reme- 
dy the present situation is an important 
question. In any event, the general idea 
is well worth developing. 

At the present time, I wish to*go no 
further than this because the question 
is still open before the Committee on 
\ccounting Procedure. At the present 
time, the publication of precise and de- 
tailed methods to arrive at the current 
costs of plant, machinery and equip- 
ment consumed in current operations 
would be premature. It is my _ belief 
that such methods exist and can be 
practically applied, and it is my hope 
that this will soon be covered by ap- 
propriate action by the official authori- 
ties concerned. 
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The Recovery of Capital 


By Pitsonxn W. 


7” present status of this subject 
seems satisfactory to iew in the 
profession or in industry. Recovery of 
capital constitutes a dark and bloody 
und in the fields of costs, taxes and 
lity regulation. Up to a few years 
ago this recovery was troublesome in 
only a few industries, but now it is 
difficult to find an industry which is 
not taking an intensified interest in it. 
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It is proposed to identify the nature 
of the element to be recovered, examine 
conventional mechanisms of recovery, 
suggest an alternative method, and 
summarize some peculiar consequences. 

Certain terms are considered in their 
usual senses, capital being a stock of 


wealth, the latter being that which has 
utility ; value being the degree of intens- 






ity of wealth, and money being that 
hich is customarily used to measure 





The importance of capital recovery 
originates in the principle that no in- 
come exists until proper provision has 
been made to keep the invested capital 
intact by some means. This is not an 
abstruse product of modern technology ; 
intelligent men have known it since the 
dawn of business. 





Pirson W. KE ty, M.E., C.P.A., 
is a member of our Society and has 
served on its Committee on Cost 
Accounting and Inventory Methods. 

He is a graduate of Stevens In- 


stitute of Technology, was Expert 
Accountant in Charge of Deprecia- 


tion for the Federal Communications 
Commission, and was later Assessor 
of Electric Utilities of the Citv of 
New York. 
Mr. Kelly is also a member of 
the Controllers Institute, and is now 


engaged in independent practice. 
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Identification of the Element 
to be Recovered 


When a person, including a corpora- 
tion, invests his wealth, he usually has 
the choice of several, sometimes many, 
places to invest. He might have the 
choice of investing $10,000 in a house, 
or in 10,000 bushels of wheat, if wheat 
were $1 per bushel. Assume that he 
buys the house. 

Suppose that, for reasons we won't 
inquire into at this time, the dollars, 
which are used as counters in business, 
have so changed in nature that four of 
them, at some later date, are required 
to buy a bushel of wheat, and that other 
goods are similarly affected. 

Our man sells his house for 10,000 
of the new value dollars. The question 
is: Is his original capital intact, unim- 
paired, undecreased, unbelittled, unim- 
poverished 7 

The only use he has for the 10,000 
counters is to exchange them for some- 
thing, now or at some future time. No 
matter what he seeks to buy, he can ob- 
tain only one-quarter as much of it for 
the 10,000 counters as formerly. It is 
difficult to escape the belief that he has 
not broken even. It seems very clear 
that he is three-quarters poorer. 

Now, if he had sold the house for 
$40,000, he could convince himself that 
he was no worse off, that he had made 
no profit, but had recovered his capital. 
The $40,000, of course, is the value of 
the house at the time he sold it, on the 
basis we have followed. 

It seems very clear that true recovery 
of capital far transcends the recovery 
of the original counters by means of 
which the original value was measured, 
especially after these counters have lost 
their integrity; in the above case, by 
15%. 

It is submitted that true recovery of 
capital requires the recovery of the 
original value of the asset, however 
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many dollar counters that may corre- 
spond to. This value should be before 
any computed diminishment for phy- 
sical or functional depreciation. 

A question comes up: Since value 
usually varies with time, but as no 
known mathematical function of time, 
at what time should the recoverable 
value be determined ? 

The answer is that the value to be 
recovered should be the value of the 
asset, without diminishment, at the time 
of recovery. 

If the method of recovery is based 
upon recognition of capital consump- 
tion at time of disposal of the asset, then 
the value of a replacement at that time 
should be used, in principle. 

If the method of recovery is based on 
periodical partial recoveries over the life 
of the asset, then the values of replace- 
ment at these times should be used, in 
principle. 

In either case the owner would re- 
cover the investment, in counters which 
hore reasonable relationship to the un- 
depreciated value of the asset at time of 
recovery. Regardless of changing dol- 
lar values, these counters could be spent 
at the time of recovery for new ma- 
chinery, wages or other purchases, at 
the then existing price level, without 
substantial loss or gain. 


Conventional Means of 
Capital Recovery 

These means, whether they be in the 
shape of straight line depreciation, unit 
of production, reducing balance, sink- 
ing fund, or retirement reserve method, 
all have one goal, to recover the original 
cost dollars of property. That is, to re- 
cover the counters, regardless of their 
meaning, and change of meaning, with 
respect to value. This seems to consti- 
tute pursuit of form and neglect of the 
substance of capital recovery. 

Most of these means can be readily 
adapted to recover value. 
A Suggested Method of 
Capital Recovery, based upon Value 

Value has several deficiencies com- 
pared to cost of an identified item, from 
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the viewpoint of the mechanics of ac- 
counting. 

A. Value usually changes from time 

to time. 

B. Value is less expeditiously ob- 

tained. 

C. Value usually depends more on 

opinion, which is often diverse. 

D. Replacement value is sometimes 

unsatisfactory, as few things are 
replaced identically, due to change 
in the art. 

On the face of things, it may seem that 
recovery of capital on the basis of value 
might be impractical for two reasons: 

A. It might hopelessly complicate 

bookkeeping. 

B. It might result in endless valua- 

tion, appraisal and controversy. 

It appears, however, that the ac- 
counting for recovery of-capital on the 
basis of value can be done with no un- 
reasonable increase in work, by the ex- 
pedient of keeping books just as at 
present, in cost dollar counters, but 
with the addition of interpretation of 
what these counters mean, 

For example, a concern using the 
“straight line” method of depreciation, 
consuming an asset of 20 year life, orig- 
inal cost $100,000 at a then existing 
cost level of 100, present cost leve! 400, 
could account for capital recovery for 
the year on this basis: 

Dr. Cr. 
Cost of Opera- 

tion ( Deprecia- 
tion Expense) $20,000 
Reserve for Deprecia- 

BOT. asi Seis Ge mew $ .5,000 
Surplus trom Capital 

RECOVERY cs. vielaseie 15,000 

The bookkeeping need not be com- 
plicated. 

Turning to the relation of value to 
original cost of facilities, this becomes 
very unwieldy if done on an individual 
basis. However, there is a variety of 
methods of handling this, with reason- 
able accuracy, by large scale means. by 
the use of index trends, without focus- 
ing on individual replacement costs. 
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The Recovery of Capital 


For machinery, for example, the 
book dollars by year of installation 
might be obtained, and converted by an 
acceptable machinery trend to 1926 dol- 
lars. (1926= 100). Determine aver- 
age dollar-year age. Determine index 
this age, say 1935, index 130. Sup- 
pose present index is 260. Then the 
regular charge for depreciation based 
on cost might be made against opera- 
tions, with credit to Depreciation Re- 
serve. However, another charge, equal 
in amount, should be made to opera- 
tions, with credit to Surplus from Capi- 
tal Recovery, since the indexes (260 
and 130) show that on the average, the 
value of the machinery (before depre- 
ciation ) is double its cost. 

There are more refined methods than 
this and, on the other hand, in some in- 
dustries the calculations should be even 
simpler. For example, an oil company 
extracting oil under ground which cost 
257 of its similar current acquisition 
cost, needs little further calculation on 
this score. 

The chief tool needed is a set of 
trends, reasonably suited to the assets 
in which the capital has been invested. 
For many years there have been good 
published detailed trends for practically 
every account in the utility business. 
Excellent building construction trends 
are available. 





When it is considered how little 
financial encouragement trend publish- 
ers have received, and when it is noted 
that many accountants have never had 
occasion to bring their talents to bear 
on this subject, it does not seem unrea- 
able to expect that it is possible to 
produce even better trends. 

After all, a good trend has only two 
simple elements, a breakdown of com- 
pr nent s such as material and labor, in 
physical units, and the vari iation of the 
costs of a unit with respect to time. On 
occasions when published 
trends were ceentibic the writer has 


spec ific 





very €x] editiously constructed trends 
satisfactory to parties of opposite inter- 
est 
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Some Peculiar Consequences 
1. Federal Income Tax on Capital 
Gains: 

In the case of the man who bought 
the house for $10,000, had he sold it 
for $40,000 he would have broken even. 
This privilege would have cost him 
$7,500 tax on an arithmetical, but 
otherwise non-ex xistent, “gain” of 


$30,000. (25% of $30,000 = $7,500.) 


2. Utilities Being Forced Off Re- 

lirement Accounting. 

A decade ago many utilities were re- 
quired by regulatory authorities to 
change from “Retirement Accounting” 
to “Depreciation Accounting.” The 
forebodings of many utility men were 
soon realized. Retroactive application 
of depreciation accounting brought al- 
leged reserve deficiency, in whose train 
followed capital reductions, explana- 
tions to stockholders, rate troubles, de- 
creased standing before investors in 
the competition for investment capital, 
and other evils. 

This seems strange, when the method 
being inflicted on them, represented as 
a highly improved kind of capital re- 
covery, addresses itself only to the 
arithmetical form of capital recovery, 
completely ignoring the substance of 
capital recovery. 

If, however, depreciation accounting 
is not represented as a method of recov- 
ering capital, this does not help the 
situation at all. It is submitted that a 
system which does not keep the invested 
capital intact, is not a legitimate ac- 
counting system, assuming no deficit. 

3. Other Requirements of Public 

Authorities. 

In general, depreciation for federal 
income tax purposes is required to be 
done on the basis of cost. There have 
been good reasons for this. When price 
levels are reasonably constant, cost is a 
very good evidence of value. It is 
usually easily obtained. But in times 
when costs and values differ so widely 
as in the last few years, it seems rea- 
sonable to ask whether some better 
guide to value isn’t necessary. 


571 











The New York Certified Public Accountant 


It should be noted that it seems to be 
the nature of the law to lag behind 
human need, because the law must be 
certain, and this requires time and ex- 
perience with new phenomena. Mean- 
while considerable injustice necessarily 
occurs. 

Other governmental bodies are sim- 
ilarly affected, particularly those with 
jurisdiction over public utility rates. 
Summary 

[t is submitted that proper capital re- 
covery should be based upon the value 
of the assets at the time of recovery, 


without diminishing that value for phy- 
sical or functional depreciation. 

It is suggested that such recovery 
need require but little increased work, 
if properly channeled. 

It is hoped that public authorities, 
with time and suitable pressure, may 
give adequate recognition to value as 
the proper basis of capital recovery. 

It is believed that depreciation 
methods based upon cost are not legiti- 
mate accounting methods, because they 
fail to recover capital, as defined, which 
is consumed in operating a business. 
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Curbing the Effect of Our Erratic 
Dollar in Pricing Inventories and 


Providing for Depreciation 


7 By H. T. McAn ty, C.P.A. 








H. T. McAnty is a C.P.A. of 
Illinois and several other states. He 
1s a Resident Partner of the firm 
of Ernst & Ernst in Chicago, and has 
heen associated with this firm for 
almost thirty years. 

Mr. McAnly is a member of the 
Advisory Committee on Accounting 
at the College of Commerce and 
Business Administration of the Uni- 
versity of Illinois. He is also a mem- 
ber of the Advisory Board of the 
International Accountants Society. 

He is widely known as an author 
on accounting subjects and has ap- 
peared as a speaker before the Amer- 
ican Management Association, the 
American Institute of Accountants, 
the Controllers Institute of America, 
and the National Association of Cost 
Acc ants. Many of his articles 
have appeared in the national publi- 


cations of various accounting asso- 












He is also well-know: his 
activity in sponsoring the broad ex- 
tension of the Last-in, First-out 
principle of inventory pricing. He 
worked with the taxation committee 
of the National Retail Dry Goods 
Ass'n. in developing the mechanics 
of applying Lifo to department store 
inventories through the use of in- 
dices. He took an active part in the 
Hutzler Bros. test case which was 
decided in favor of the taxpayer by 
the U. S. Tax Court. serving as the 
only public accountant to offer ex- 
pert testimony in support of their 
Lifo application. 


his paper was presented by Mr. 
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MeAnly at the Minnesota Account- 
ing nterence, on May 21, 1948. 
Y 


Hl HE decline in the value of the dollar 
is making a somewhat concealed 
but a serious inroad on the capital of 
business. The word “concealed” is im- 
portant here because it distinguishes 
the hidden gnawing from the obvious 
effects of rising prices and wages on 
the adequacy of working capital funds. 

Unless individual business manage- 
ments recognize what is going on they 
may find that they have overstated 
current earnings and followed unwise 
product pricing and dividend policies. 

Conventional accounting procedures 
account for dollars without regard for 
changes in their purchasing power. 
In accounting, the 1935 dollar and the 
1947 dollar are the equals of each 
other, although we all know too well 
that in the market place they are far 
from equals. 

In fact, the value of the dollar applies 
to all equity capital invested in the 
business, both working capital and the 
investment in fixed assets. The use of 
the Last-in, First-out principle of in- 
ventory pricing provides a practical 
method of keeping inflation out of 
inventory valuations and reported pro- 
fits. Thus, to the extent that the nor- 
mal amount of inventory equals the 
net working capital, the use of the 
Last-in, First-out method of inventory 
pricing tends to provide for under- 
investment in net working capital since 
the normal amount of inventory is 
frozen at a fixed price level and opera- 
tions are charged currently with all 
fluctuations therefrom. 

However, to prevent overstatement 
of accrued earnings, consideration must 
be given to the changes in the purchas- 
ing power of the dollar, so that all items 
of operating cost including the provi- 
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sion to cover the accrued depreciation 
for the eventual replacement of fixed 
assets, enter the profit and loss picture 
on a current dollar basis. 

Fortunately, one of the primary uses 
of cost accounting, that is, for pricing 
and budgeting, recognizes the use of 
the latest current or contemplated costs. 
Thus, in reflecting profit for a histori- 
cal period, the use of an inventory pric- 
ing method which tends toward charg- 
ing latest costs against (and 
provides for the freezing of inventory 
at a fixed price level) more clearly 
reflects the income that has been 
actually realized and coincides with 
inanagement’s thinking as to the results 
of daily trading operations. 

Since we are interested in the effect 
of economic changes as they apply to 
both inventories and fixed assets, we 
will divide this discussion into these 
two phases—/‘irst, Inventory Pricing; 
Second, Depreciation Allowances. 

Let us first discuss keeping inflation 
out of inventory valuations, which has 
the ultimate effect of providing, in a 
rising market, for the recovery of the 
increased current capital required to 
carry normal inventory quantities nec- 
essary for the operation of the business. 


sales 


I 

This Last-in, First-out principle has 
heen generally recognized as an accept- 
able method of inventory accounting 
for federal income tax purposes only 
since 1939, when its use was extended 
to all taxpayers, subject to such regu- 
lations as may be necessary so that its 
use will clearly reflect income. Since 
then it has been adopted by an increas- 
ing number of companies, many of 
which now follow this procedure in 
reporting their corporate profits with- 
out resorting to its use in the determin- 
ation of taxable income. 

In May, 1941, in an address before 
the Central States Accounting Con- 
ference held in Chicago under the 
auspices of the Societies of Certified 
Public Accountants of eight Middle 
Western states, the Loyola University 
and the American Institute of Account- 
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ants, in the presentation of a paper 
entitled, “A Practical View of the Last- 
in, First-out Principle of Inventory 
Valuation,’ I suggested practical me- 
chanics of its application which would 
permit its use in the valuation of any 
inventory (of a manufacturer, whole- 
saler or retailer), regardless of its com- 
plexity and which would accomplish 
its basic intent, that is, the elimination 
of the fluctuation of profits resulting 
from fluctuation of a continuing invest- 
ment in inventory. Many of the ideas 
suggested in that presentation have 
been accepted in varying degrees, in- 
cluding the Lifo adaptation recently 
recognized by the Treasury Depart- 
ment for use of the retailer, in which 
recognition is given to the use of 
indices to remove the effect of price 
changes‘in the dollars invested in the 
aggregate inventory, disregarding dif- 
ferences in the physical characteristics 
of the items making up the group of 
related products. 

During the latter part of 1941, I had 
the privilege of assisting the Taxation 
Committee of the National Retail Dry 
Goods Association in working out the 
specific mechanics of applying Lito 
through the use of indices in depart- 
ment store inventory valuations. While 
iNany prominent professional account- 
ants took a dim view as to the possible 
acceptance (taxwise) of the application 
of Lifo to department stores, a number 
of stores adopted the iaca and the test 
case of Hutzler Brothers, (Baltimore 
department store), recently decided in 
favor of the taxpayer by the Tax Court, 
supports the idea that the method is 
available for use by all taxpayers, and 
practical mechanics to accomplish its 
objective should be accepted by the 
Treasury Department. 

I have observed the application of 
Lifo by upwards of one hundred cor- 
porations engaged in a wide variety of 
manufacturing and merchandising and 
have yet to learn of an instance in which 
management was not entirely satisfied 
that the results from the standpoint of 
realistic reporting of profits and taxable 
income during the inflationary period 
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since 1940, fully justified the adoption 
and continuance of the Lifo principle. 


A friend of mine, who is a manu- 
facturer and whose corporation adopt- 
ed Lifo in 1941, is quite outspoken in his 
views and has expressed some surprise 
that Lifo hasn’t been more generally 
adopted and finds it difficult to under- 
stand the criticisms which emanate 
principally from accounting theorists 
who have apparently had limited ex- 
perience with the actual operation 
under the Lifo method. He summarizes 
his satisfaction with the use of Lifo 
very briefly by saying, 


“It has permitted us to report our profits 
realistically by matching inflated costs 
against inflated selling prices and, by so 
doing. has prevented us from recording 
what I can only describe as false profits on 
which we would otherwise have paid un- 
justified excess profits taxes and on the 
basis of which we would probably have 
been forced to give unjustified wage in- 
creases and from which we would undoubt- 
edly have paid unjustified dividends. We 
think it is fine. Incidentally. we aren't 
worrying like a lot of other corporations 
are, about the effect on our balance sheet 
and profits and loss statement of the 
future price decline. This decline will come, 
but we have anticipated it to a great extent 
and will avoid the sudden shock of a large 
inventory loss when the decline comes.” 


Unfortunately, the statute _ itself, 
which calls for the use of existing cost 
(at the time of adoption) as the frozen 
price level, prevents many companies 
from changing to this method for tax 
purposes at a time when the price 
levels may appear above normal. Many 
companies have adopted this principle 
of pricing during the last two or three 
years in order to reflect clearly their 
operating results, but are deferring its 
adoption taxwise until they reach a 
period of lower cost levels or until such 
time as the law may become a little 
more flexible so as to permit the use 
of lower of cost or market, thus per- 
mitting the adjustment downward if the 
frozen price level at the time of adop- 
tion proves to be higher than market 
cost at some future period. 


However, since the current corpora- 
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tion tax rate will probably not be 
changed materially in the immediate 
future, and also since the law in- 
cludes the carry-back and carry-for- 
ward of losses, the determination of 
taxable income for any one year, from 
a tax standpoint, probably is not too 
important, since over a cycle the aggre- 
gate taxes paid (if the tax rates remain 
constant) would probably be the same, 
regardless of which years the profits are 
actually taxed in. Also, taxable income 
is not necessarily the true corporate 
income, brt merely income computed 
under a formula defined by statute. It 
recognizes the difficulty of determining 
profits for a 12-month period, and thus 
provides the carry-back and carry-for- 
ward provisions. 

In this discussion we are concerned 
with the use of an inventory pricing 
method which coincides with manage- 
ment’s thinking in daily trading opera- 
tions, and which prevents overstatement 
of profits due to changes in the price 
level of the required inventories neces- 
sary in the conduct of the business. 

The Last-in, First-out method con- 
strues the latest values purchased or 
produced to be the first values to be 
shipped out, essentially matching cur- 
rent costs against current sales; in 
substance the investment in inventory 
remains at relatively fixed values and 
no increase in profit is brought about, 
when prices and wage levels are rising, 
through reflecting the continuing in- 
vestment in inventories at current cost 
levels. 

It tends to eliminate one of the 
greatest speculative features in busi- 
ness. As a result, it reduces substantial- 
ly the peaks and valleys of reflected 
earnings to which business has long 
been subjected. It is a notable fact that 
such concerns as have used Last-in, 
First-out or its parent idea, the base 
stock method, have reflected earnings 
on a more dependable basis. 

It would seem that the stability it 
affords to individual concerns might, 
if widely extended, tend to stabilize 
business profits generally and thus be 
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of real benefit to the social and eco- 
nomic fabric. 

Last-in, First-out is a principle of 
inventory pricing which permits the 
treating of the goods in the ending 
inventory as though being on hand in 
the beginning inventory to the aggre- 
gate extent thereof, etc. It makes no 
claim to coincide with the physical flow 
of merchandise. However, it seeks to 
offset the economic effect of forces 
beyond the control of management, 
such as price movement, and recognizes 
that to the extent an investment in 
inventory is required, the value as- 
signed to this investment should not 
be allowed to fluctuate and thereby 
affect profits for the one-year intervals 
within a business cycle. 

Today many business executives are 
apprehensive as to the effect of the 
apparent inflationary trend. They re- 
cognize the extreme danger of increas- 
mg profits for a fiscal period by the 
amount which merely represents the 
increase in prices assigned to their 
closing inventories over the prices in 
existence at the beginning of the vear. 

If available profits are overstated, 
excessive bonuses and employees’ pro- 
fit-sharing may be distributed, wage 
scales may be too freely increased, and 
dividend policies may be too liberal. It 
is sometimes argued that company 
policy as to distribution of profits can 
take into consideration the need for a 
cushion or reserve against profits which 
have been enhanced due to the increase 
in cost reflected in the continuous 
investment contained in the ending 
inventories. Such arguments recognize 
that the profits so reflected are not 
available, and merely serve to support 
the contention that a method of inven- 
tory pricing which prevents the infla- 
tion of profits reflected for the period 
of one year should be consistently 
Many sound business executives con- 
all surplus, in effect, is a 
reserve or cushion and represents the 
ortion of apparent profits which, in 
1e judgment of the directors, is needed 
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for the future conduct of the business. 
Unfortunately, this interpretation is not 
generally understood by many stock- 
holders, by representatives of labor, 
etc., who are more apt to view the 
so-called earned surplus as earnings 
which available for distribution. 
Thus, it seems only proper that specific 
reserves be provided which earmark and 
thus explain the needs for the retention 
of these so-called earnings until such 
time as they may actually be realized and 


become available for distribution as 
profits. 


The use of the First-in, 
hasis may serve to deceive th 
through creating a false profit to the 
extent that a portion of the profit rep- 
resents a revaluation of a continuing 
monetary investment in inventory. 
Therefore, it is rightfully claime 
the portion of the net income which 
represents the increase or decrease in 
profit brought about through the reval- 
uation of a continuing investment in in- 
ventory under this First-in, First-out 
method is not income which has been 
earned and therefore available for distri- 
bution. 
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Last-in, First-out. it must be remem- 
bered, was evolved out of the stern 
necessity of certain industries which 
suffered severely from fluctuations in 
the value of their continuing investment 
in raw material. Because oi this, the 
misconception originally grew that this 
principle has only limited application. 
Supporters of the contention that the 





Last-in, First-out principle only 
limited application fail to give con- 
sideration to the fact that it is a basic 
principle of cost valuation of the invest- 
ment in inventory and that types 
of manufacturing, jobbing and retailing 
businesses also maintain, by necessity 


and not from choice, a continuous 
investment in inventories. Usually the 
wider and more complex the line of 
products, the greater the necessary 
continuous minimum inventory invest- 
ment. 


draw the line 


It is impossible to 
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and state that this principle of inventory 
valuation is applicable to certain types 
of business and not to others, for it 
is merely a reversal of the First-in, 
First-out principle which has _ been 
considered applicable heretofore to all 
types. It is recognized that the slower 
the turnover, the greater the effect 
of the valuation of inventory on re- 
flected profits ; however, a fast turnover 
business having widely fluctuating costs 
and a relatively low trading margin 
might be affected in a greater relative 
amount than a business with a slow 
turnover, wide gross margin and less 
fluctuating cost price levels. 

The use of this Last-in, First-out 
principle has been limited primarily 
because of the general thought which 
originally developed that its application 
should be confined to quantities of speci- 
fic items rather than exploring the 
possibility of dealing in terms of value, 
that is, dollars of capital investment. 
Thus, companies which have a limited 
number of uniform products, or pro- 
ducts a portion or the entire cost of 
which can be conveniently expressed 
on a common physical unit basis, have 
found the application to be relatively 
simple. If the principle is sound, prac- 
ticable means of applying it must even- 
tually be recognized so as to permit its 
use in valuing all cost elements in the 
total inventory of an enterprise, even 
though its operations may embrace the 
production, jobbing, wholesaling or 
retailing of a wide variety of items. 

Whether or not the same quantities 
of specific items or the same items are 
in the inventory at the close of the year 
as were on hand at the beginning of the 
year, the Last-in, First-out principle 
should be applicable in determining an 
aggregate valuation of an investment 
in inventory. Changes in product design 
eventually eliminate, many articles 
which in turn are replaced by other 
products. The individual item quantity 
balances in a group of related products, 
may vary widely in comparing the be- 
ginning quantity of each with the end- 
ing quantity of each. Thus, if the Last- 
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in, First-out principle is applied to 
individual items rather than to the 
determination of the aggregate valua- 
tion of the group of related products 
(in which the value of increases in 
quantities of specific items ‘s per- 
mitted to offset decreases in. cutities 
of other specific items), the objective 
of the principle will not be accom- 
plished and the income will not be 
clearly or correctly reflected. 

It is comparatively easy to visualize 
the application of Last-in, First-out to 
a uniform product or to a major cost 
element which is common to all pro- 
ducts. Thus a million pounds of lead 
at 5 cents per pound at the beginning 
of the year would represent a $50,000 
beginning inventory investment. If a 
million pounds existed at the end of 
the year and the current cost at that 
point equals seven and a half cents a 
pound, it is easy to see ‘the mechanics 
which permit the valuing of the million 
pounds at the beginning of the year 
price level of 5 cents, thus removing the 
50% increase in cost price level from 
the ending inventory value of $75,000 
at current prices. Let us now consider 
a $50,000 beginning inventory, repre- 
senting a group of diversified but re- 
lated products, such as, a line of pro- 
ducts produced by a manufacturer or 
the merchandise in any recognized 
departmental classification in a whole- 
sale or retail business. Let us assume 
that at the end of the year this inven- 
tory investment valued on a current 
basis represented an aggregate increase 
in cost of 50%, thus reflecting a total 
cost value on a current basis of $75,000. 
Limited application (by items) of the 
principle of Last-in, First-out would 
permit the removal of the cost price 
increase of $25,000 in the case of the 
company having simple products, but 
would permit only a limited portion of 
this increase in the case of diversified 
items unless there existed in the ending 
inventory the exact quantity propor- 
tions that existed in the beginning inven- 
tory of each item. In a group of related 
products it would be very unusual if 
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the same relative quantity of each item 
or all of the same items were present 
in both the beginning and ending in- 
ventories. The wider the line of pro- 
ducts within the group or the more 
subject to style change, the greater 
the possibility of relative quantity 
variations in the beginning and ending 
inventories of items. Also, the wider 
the line, the greater the aggregate 
minimum inventory investment. Thus, 
if individual item quantities are used 
rather than an aggregate valuation of 
the group, the relief offered through 
Last-in, First-out will be in inverse 
ratio to its relative need. 

Thus, unless products can be con- 
sidered in related groups and reduced 
to a common unit, the application of 
Last-in, First-out principle will in 
many cases not produce an inventory 
value which clearly reflects income. In 
some types of product, approximate 
physical quantity units are available. 
In the vast majority, equitably weigh- 
ted physical quantity units are not 
readily obtainable. 

However, all items in a related group 
of products can be expressed in a com- 
mon unit which is “dollars” of invest- 
ment at a specific price level. In the 
application of the Last-in, First-out 
principle the specific price level is 
“cost” at the beginning of the first 
year of the use of the principle. The 
use of a basic dollar value as the com- 
mon denominator makes the application 
of the Last-in, First-out principle prac- 
ticable regardless of the complexity of 
the inventory. 

In the simple lead application men- 
tioned, whether we deal with physical 
quantities or dollar values at the begin- 
ning of the year price level, we arrive 
it the same result. However, the use 
of the dollar unit at the beginning of 
the vear cost level for various elements 
involved, represents the only practical 
manner in which the same objective 
may be accomplished in dealing with 
a related group of diversified products. 

Since the use of Last-in, First-out 
requires that the price increase (or 
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decrease) over the beginning of the 
year prices be reflected in the valuation 
of the ending inventory on only the 
increase in quantity over the beginning 
quantity, we must consider means of de- 
termining this quantity increase. 

The determination of the quantity 
increase of a group of related products 
can be accomplished by the extension of 
the individual product quantities in the 
beginning and ending inventories at 
the same prices, or by removing the 
price increase (or decrease ) reflected in 
the ending inventory valued at current 
cost. To remove the price increase (or 
decrease) reflected in the ending inven- 
tory, it may be only necessary to de- 
termine the percentage changes in ac- 
ceptable specific company or general 
price indices applicable to the various 
groups of related products. 

The broad use of Last-in, First-out is 
a preventive measure against inflation 
of profits from excessive inventory 
valuation. Its use should be encouraged 
in the furtherance of conservative 
accounting and in the conservation of 
cash resources particularly during 
periods of artificial business stimulation 
such as we are now experiencing. 


II 


Let us now consider providing means 
to cover the effect of economic changes 
as applied to depreciable fixed assets. 

A specific example, using conven- 
tional accounting practices, is the 
simplest way to illustrate the concealed 
dissipation of capital which is occur- 
ring in many businesses today. Assume 
that a company purchased a machine 
in 1935 for $1000; that the machine 
is scrapped in 1947 without any salvage 
value; and that the index of prices in 
1947 is 180 as compared with 100 in 
1935 —in other words, that the value 
of the dollar has dropped from 100 to 
55 cents. If this company has been 
following conventional straight-line de- 
preciation methods and has estimated 
the life of the machine correctly at 12 
years, it will have recouped in the sale 
of its products $1000, or the criginal 
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purchase price, by 1947. This balances 
off the account for the machine on the 
company’s books, but that is all. To 
compensate for the fall in the dollar 
to 55 cents, the company actually 
should have recovered $1800 to have 
the equivalent of the $1000 of 100 cent 
value it invested in 1935. Looking back- 
ward from the vantage point of 1947, 
it is apparent that the company has 
overstated realized earnings and de- 
pleted capital over the 12-year period 
by $800. 

The under-investment of capita! 
which is linked to the asset in which 
it is invested, should be recovered over 
the period of the useful life of the asset. 
For example, if the capital is invested 
in a machine with a useful life of 10 
vears, recoupment may be made on a 
basis of 10 annual installments, follow- 
ing the method used in providing for 
depreciation. The amount of the gap in 
the capital resulting from the fall of 
the dollar is divided at any given bal- 
ance sheet date into two segments. The 
first represents the amount applicable 
to the expired portion of the useful life 
of the asset, which theoretically has 
been converted into cash through de- 
preciation. This is charged to the opera- 
tions of the period or periods prior to 
the balance sheet date. The second 
portion is deferred as a charge against 
the future operations during the un- 
expired portion of the useful life of 
the asset investment. Since the amount 
of the under-investment changes from 
time to time, in accordance with the 
changes in the price index, the accrued 
amount charged to past operations 
must be adjusted at any balance sheet 
date. 

This method adjusts the accrued 
depreciation charges to include the 
effect of changes in an over-all price 
index and the recoupment of capital 
need not necessarily contemplate actual 
replacement. Probably the best method 
of isolating the principle underlying the 
recovery of under-investment is to con- 
sider an illustration which will be over- 
simplified to avoid confusion. 
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Assume that a company is organized 
with $1000 capital paid in cash; that 
the machinery is purchased for $1000 
immediately upon organization; that 
the machinery operates for 10 years 
and at the end of that period is dis- 
carded without salvage value; that the 
operations of the company are con- 
ducted on a cash basis in such a manner 
that it has no accounts receivable or 
accounts payable or inventory at the 
end of each accounting period. 

Under conventional accounting, us- 
ing a straight-line depreciation method, 
the company would set aside a fixed 
percentage of 10% of the cost of the 
machine each year. Since we are assum- 
ing that the company made no expan- 
sion of its facilities during the 10-year 
period the depreciation reserve would 
be funded in cash. 

Let us consider the situation of the 
company at the end of the first 5 years 
of operation from the following view- 
points: 

1. In accordance with generally ac- 

cepted accounting practices. 

2. With accrued depreciation ad- 
justed to give effect to changes 
in the purchasing power of the 
dollar. 


Assume that during this 5-year 
period the company earned a net profit 
of $800, and that the price index had 
risen to 160 at the end of the period, 
with the date of organization being 
taken as 100. 

At the end of the 5th year, since the 
monetary index had risen to 160, there 
would be a gap of $300 in the capital 
being recovered through depreciation 
caused by the fall of the value of the 
dollar. (Profits after providing for the 
fall in value of the dollar are only $500 
—not $800). 

It should be pointed out that in a 
period of a declining price level, the 
differences in the figures under the two 
accounting procedures would be re- 
versed, because of downward adjust- 
ments in the fixed asset recovery pro- 
visions, 
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It is essential that management 
should recognize the effects of such 
changes and take them into account in 
formulating financial policies. This is 
anise ‘ly true today when corporate 
profit the battleground of labor, 
stoc kh ders and the advocates of price 
reduction, each clamoring for a larger 
share of inflated profits being shown 
under conventional accounting prac- 
tices. The increasing price level is ex- 
erting pressure upon each of these 
groups and they in turn are attempting 

r the squeeze to management. 
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In ad hidon to these pressures, man- 
agement is under constant threat of the 
special tax on accumulations of surplus 
because of Section 102 of the Internal 
Revenue Code, unless such accumula- 
tions can be amply justified. Certainly 
a systematic accounting procedure 
whi a pores provide sufficient funds 
to offset the depreciation of the dollar 
should be convincing justification. 

In some cases, although far too few, 
management has instinctively recog- 

lized in a general way some of the 
adverse etfects of the changing value 
iar and has retained a larger 
portion of profits in the business, in 
recognition of the vital need to preserve 
the capital of the business—capital ex- 
pre ssed in terms not of the old dollar, 
but of the current dollar. 
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In anv accounting procedure designed 
to relate the re coupment of tixed capital 
to changes in the price index, two things 
must be observed and I would like to em- 
phasize them. First, the recovery of cap- 
ital invested in fixed assets in adequate 
dollar values does not necessarily con- 
template replacement of the asset in 
hich the capital is invested. Therefore, 
the recovery need not mean an adjust- 
ment to specific replacement value. The 
business is entitled to full recoupment, 
whether for investment or for liquidation 
to its owners. Second, the princip le of re- 
covery of under-investment should not 
ve confused with devices to write up 
assets. Recovery must come from dol- 
ars received in operations, and at the 
time the adjustment is made the 








amount applicable to past operations 
must come from earned surplus. The 
transfer is to capital ; there is no surplus 
arising from it. In fact, if recoupment 
is not provided for, there is capital 
Impairment. 

The argument is advanced that in 
many cases the monetary index will 
decline substantially from its current 
level before the funds being recovered 
through depreciation will actually be 
utilized in maintaining the going invest- 
ment in needed physical properties 
regardless of their character. Thus, it 
is argued that provision to recoup from 
surplus at what may eventually 
prove to be an abnormally high level 
may provide for the recovery of funds 
in excess of those needed to prevent 
eventual capital impairment. There 
certainly is some merit to this argument 
and, possibly, in the consideration of the 
needed additional provisions for re- 
placement, some thought can be given 
to the immediate future needs depending 
upon the length of unexpired or re- 
maining portion of existing assets, and 
the long-pull trend of the gradual de- 
crease in the purchasing power of the 
dollar. The use of a monetary index, 
rather than a_ specific replacement 
index, calls for substantially fewer pro- 
visions, since the construction index at 
the present time is much higher than 
the average of all commodities or a 
monetary index. Even a monetary index 
is subject to violent fluctuations annu- 
ally and perhaps should be levelled out 
in its application. However, a compari- 
son of yearly price indices covering all 
commodities over the past 50 years, 
clearly indicates that there is a gradual 
decline in the purchasing power of the 
dollar, 

I doubt if those individuals who put 
forth the argument that subsequent 
declines in prices may remove all of 
the need for provisions out of current 
profit, because of what may prove to 
be abnormally high levels, are not 
willing to recognize that this gradual 
trend does exist. Thus, it seems that 
while the use of a monetary index 


August 








IN CANSTDIILTION cCOosT ANH 


VADIATION 


ha 





OS6I - 


6 





Os 





a i A a a a aie 


si il ae (i Ta 


ie as a ae 


a i es Ss a a | 





Curbing the Effect of Our Erratic Dollar 
INDEX NUMBERS 














i i a i Za 


























SAXGNI 
QNV 1LSOD NOILOINAULSNOD Ni 


Jad =FIWSTIOHA 


NOILVIGVA 





581 


i a a as a ao 








1948 





annually might be overly conservative 
today because the index fluctuates 
widely from year to year, it certainly 
would not seem to justify going to the 
other extreme and ignoring the need 
for some provisions in the considera- 
tion of reflecting earnings which have 
actually been realized and are avail- 
able for distribution. 

Perhaps we should adjust the ac- 
crued provisions for depreciation to 
a trend line rather than the specific 
current index. Since the experience 
during the past 50 years discloses a 
gradual decline in the purchasing 
power of the dollar, the use of the 
trend line rather than the specific an- 
nual index would call for a consistent 
gradual increase in the adjustments of 
accrued depreciation reserves. Further- 
more, when expansion takes place at 
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an index point above the trend line 
existing at that period, the excess of 
the index over the trend may represent 
a reasonable indication of the inflation 
in the capital expenditures which should 
be written off currently or in the im- 
mediate future. 

We must remember that as capital 
is “turned over” in profitable trans- 
actions, we must provide for the ad- 
justment necessary to prevent impair- 
ment of the capital in its present dollar 
value — and that it applies to all capital 
whether in inventories or fixed assets. 

It is time for the business man, 
through the medium of an economic- 
accounting survey, to determine the 
effects of economic changes on his 
financial condition, and the future steps 
necessary to guide his business through 
the present day complications. 
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Statements Made in Accountants’ Reports 


When an Opinion Is Omitted 


By Howarp V. 


I T was suggested that this paper illus- 
trate statements which Certified 
Public Accountants have made in their 
reports in those instances where they 
were not in a position to express an 
opinion on the financial statements pre- 
sented. 

The Committee on Auditing. Pro- 
cedure of the American Institute of 
Accountants in Statement number 23, 
entitled ‘Clarification of Accountant’s 
Report When Opinion is Omitted” 
proposes that, when an accountant 
omits an expression of his opinion on 
financial statements presented by him, 
a clear statement should be made in 
the report of the reasons why an 
opinion is omitted. 

Paragraphs one and four of the 
Committee’s statement indicate the 
lines of thought which have brought 
out the Committee’s proposal. These 
paragraphs read, 

“The presentation of financial statements 
on the stationery or in a report of an in- 


dependent public accountant without a 
definitive expression clearly indicating the 
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representations he is making as to their 
fairness tends to create uncertainties in the 
minds of those who do not have special 
information regarding the preparation of 
the financial statements. In such cases, 
these third parties have no basis for deter- 
mining what inferences are warranted by 
the association of the accountant’s name 
with the financial statements and may place 
undue reliance upon them.” 


“Since the accountant cannot effectively 
control the use to which financial state- 
ments accompanied by his name may be 
put, the adoption of practices which will 
minimize the possibilities of uncertainties 
and misinterpretations by third parties is 
obviously to the interest of all concerned 
and should aid in the avoidance of embar- 
rassment and damage to the profession. The 
committee on auditing procedures, there- 
fore, recommends that, whenever financial 
statements appear on the stationery or in 
a report of an independent certified public 
accountant, there should be a clear-cut in- 
dication of the character of the examina- 
tion, if any, made by the accountant in 
relation to the statements, and either an 
expression of opinion regarding the state- 
ments, taken as a whole, or an assertion 
to the effect that such an opinion cannot 
be expressed. When the accountant is un- 
able to express an over-all opinion, the 
reasons therefor should be stated. When 
the accountant considers it appropriate to 
comment further regarding compliance of 
the statements with generally accepted ac- 
counting principles in respects yn than 
those which require the denial of an over- 
all opinion, he should be careful - indicate 
clearly the limitations of such comments.’ 


Such inquiry as I have been able to 
make indicates that the Committee’s 
proposal concerns a matter on which 
accountants thus far have been far from 
a uniform position in their practice. At 
least three other distinct approaches to 
such matters can be observed in cur- 
rent practice, 

1. Where it would be inappropriate 
to express an opinion, clients’ state- 
ments are always presented by some 
offices on plain paper without any 
identification of the accountant. This 
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practice is outside the scope of the 
Committee’s statement and it may be 
pointed out that the Committee has 
not indicated its thought where such 
is the case. 
2. Some accountants confronted with 
statements where it would be inap- 
propriate to express an opinion place 
on the statements a phrase or sen- 
tence to indicate that the statements 
are unaudited. These statements may, 
or may not, in these cases, be on 
stationery bearing the accountant’s 
name. 
Under similar conditions some ac- 
countants accompany the statements 
with a letter or report in which they 
make particular mention of omis- 
sions in the examination of any pro- 
cedures generally required for an 
auditor’s examination, however, no 
mention is made of an opinion or of 
the lack of an opinion. These ac- 
countants believe that the implication 
is clear that no opinion is intended, 
where such deficiencies exist in the 
examination. 


ios) 


In this paper illustrative examples 
from reports have been grouped under 
three general classes which are: 

1. Where statements are issued at in- 

termediate dates in a client’s year. 

2. Where statements are issued at the 

end of a client’s year but no sufficient 
examination was made by the ac- 
countant. 
Where the examination followed 
generally accepted procedures but, 
because of particular matters, there 
remain reservations to such an ex- 
tent that it would not be appropriate 
to express an opinion, even though 
reserved or qualified. 


2) 


Where statements are issued at inter- 
mediate dates in a client’s year 


In our Monthly Bulletin for May our 
past president, A. S. Fedde, comments 
on the committee statement. He recog- 
nizes the need for the auditor to express 
himself clearly with regard to state- 
ments. He believes that if audits are 
regularly made at intermediate dates, 
such as quarterly or monthly, and the 
report states that an audit for the 
month or quarter has been made, but 
that at intermediate dates certain items 
of the balance sheet have not been 
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examined in the same manner as at the 
close of the fiscal period, then the omis- 
sion of any statement of opinion should 
leave the implication that there is no 
adverse opinion intended while, at the 
same time, the auditor does not care to 
commit himself on all items of the 
balance sheet. 

Although we may agree with Mr. 
Fedde that under the circumstances 
mentioned these things are implied, it 
is clear that the Committee on Audit- 
ing Procedure takes a stronger position 
and believes that an implication is not 
enough but insists that a clear expres- 
sion of the accountant’s position with 
respect to the financial statements is 
necessary. 

With the foregoing remarks relat- 
ing to monthly or quarterly reports in 
mind, I offer three intermediate reports 
which have come to my attention. The 
first reads: 

“In accordance with your request, we 
have made an examination of the records 
ot company for the six-month 
period ended (date) and submit our 
repert in the following exhibits and 
schedules : 

(A listing of the exhibits and schedules 

is given and the report continues. ) 

“Our audit program is of a nature that 
culminates in a complete audit of balance 
sheet items at the close of the company’s 
business year. Interim reports do not 
include complete verification but are sub- 
jected to certain standard audit procedures 
applied to an extent to satisfy ourselves 
that the items contained therein are sub- 
stantially correct.” 

In this case, it may be observed that 
the accountant has expressed the opin- 
ion that the statements are “substan- 
tially correct.” 

In the following two examples the 
accountants appear to have taken the 
position now proposed by the Commit- 
tee. I quote a portion of one report: 

“Tt is contemplated that an examination 
in accordance with generally accepted ac- 
counting standards applicable in the cir- 
cumstances including all procedures con- 
sidered necessary will be made by us in 
connection with the financial statements to 
be submitted for the year ending at Decem- 
ber 31, 1946, as the basis for the submis- 
sion of our opinion with respect to those 
statements. 
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Statements Made in Accountants’ Reports When an Opinion is Omitted 


“Some interim audit work has been 
done at November 30, 1946. However, we 
are not submitting our opinion on the finan- 
cial statements and other information in- 

‘luded in this report as an examination 
€ scope mentioned above was not made 
by us as of November 30, 1946.” 





In another statement an auditor de- 
scribed the particular work which he 
had an ne in preparing, from the books, 
a statement for the first quarter of the 
year for a client for whom he had ren- 
dered a report at the year-end, shortly 
before the submission of the first 
quarter report. I quote: 

“Because the scope of our work as 
described above did not include the audit- 
ing tests and procedures necessary for the 
expression of an auditor’s opinion on the 
attached statements, we are not in a posi- 
tion to state that the balance sheet at 
March 31, 1948, reflects, or fails to reflect, 
fairly the financial position of the Corpora- 

ion at that date or that the statement of 
income and surplus for the three months 
ended on that date sets forth the operation 
for that period in conformity with general- 
ly —, accounting principles consis- 


Where statements are issued at the 
End of a client’s year but no suffi- 
cient examination was made by the 
accountant 


An accountant is often asked by the 
client to prepare statements from the 
books, but not as a result of an audit. 
This may be incidental to other work 
which the accountant has been asked 
to do, such as analysis of the records 
for the purpose of preparing therefrom 
an income tax return. One accountant 
starts his report with the following, 
“We have prepared from the books, 
without verification,” and as a part 
of the heading of each statement sub- 
mitted shows the qualifying phrase, 
“prepared from the books, without veri- 
fication.” 

Another accountant starts his letter 
of presentation to the client with, 





“T have prepared from your books and 
records, without audit or other verifica- 
ion, th following described exhibits and 





At the bottom of each exhibit and 
schedule included in such a report ap- 
pears the phrase, ‘‘prepared from books 
without audit.” 

Another form of substantially the 
same nature is, 

“In accordance with your request, I have 
reviewed your accounting records and, 
without making an audit of the transac- 
tions, have prepared from the books and 
records the following described exhibits 
and schedules :” 


In another case: 

“In accordance with your request, we 
have reviewed the records of 
company for the year ended 
and have prepared therefrom the follow- 
ing statements: 

“Our review included partial verification 
of the assets and liabilities as shown on 
the Balance Sheet (Exhibit ‘A’) to the 
extent indicated in the Comments (Exhi- 
bit ‘F’).’ 


In another report: 


“In accordance with your request, we 
have prepared the enclosed statements 
from the records of company, 
without audit or verification of the figures 
contained therein.” 


In another: 


“In accordance with your request, we 
have prepared the following statement, 
without audit, from the books of 
company. 


In still another report: 


“Tn accordance with your request, we 
have prepared the following statements of 
company as at (date). 
The above statements were prepared from 
information submitted to us by your em- 
plovees. We did not examine the accounts 
or records of the corporation.” 
(In this case the following would also 
be imprinted on the statements :) 
“This statement prepared without audit.” 


In all the foregoing illustrations it 
would appear to me that the accountant 
has attempted to make clear the fact 
that no sufficient examination of the 
financial statements was made to war- 
rant the expression of an auditor’s 
opinion, but the accountant has not fol- 
lowed the suggestion of the Committee 
and stated that he is not expressing an 
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opinion on the financial statements. No 
allusion is made to the fact that he 
might express an opinion although he 
has clearly set forth circumstances 
under which the statements have been 
prepared and these are circumstances 
in which it would be recognized by 
accountants that an accountant could 
not properly express an opinion on the 
statements. 


An accountant recently related an 
experience which he had where the 
phrase “Prepared without audit veri- 
fication” was placed on the financial 
statements. The client had taken these 
statements to his bank along with other 
information which he was submitting 
with regard to his business. The ac- 
countant was requested by an officer of 
the bank to stop in and see him. He 
said, ““What is wrong with these state- 
ments?" The accountant said, “I don’t 
know that there is anything wrong with 
those statements; on the other hand, 
I don’t know that they are right.” 
Further, he said that he did not use 
the phrase, “Prepared without audit 
verification,” as a means of absolving 
himself from a statement in which 
something known to him to be wrong 
was set forth, but merely to let every 
reader know that the statement had 
heen prepared from the balances shown 
by the books and that he had not ex- 
amined the records so that he could 
say that in his opinion the statements 
were a fair representation of the finan- 
cial position of the company and its 
operations. 

The Auditing Procedure Committee 
has not dealt with the subject of 
financial statements which an = ac- 
countant may consider to set forth a 
position which is misleading as the ac- 
countant might know the situation. Nor 
have they attempted to prescribe that, 
in those instances where an opinion 
cannot be rendered on the statement, 
the accountant should introduce any 
assertion to the effect that there are 
no false or misleading statements made 
deliberately in the financial statements 
presented. Rather are they concerned 
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with the situation where the limitation 
on the work done by the auditor pre- 
cludes a statement of his opinion. 

In the general group of cases which 
we are considering we find this para- 
graph In an accountant’s report: 

“The above statements were prepared by 
us from data we obtained from the com- 
pany’s books and records for the prepara- 
tion of its 194. Federal income tax return. 
We are not submitting an opinion with 
respect to the attached financial statements 
as our work did not ‘include the application 
of generally accepted auditing procedures 
required as a basis for expressing an 
opinion.” 


In another case it was said: 

“All audit procedures generally accepted 
as required for the expression of an opinion 
on financial statements have not been per- 
formed for the attached balance sheet and, 
consequently, we cannot express an opinion 
that the accompanying balance sheet does 
or does not fairly reflect the financial con- 
dition of the corporation.” 


Another report states: 

“It will be observed from the foregoing 
description of the extent of our examina- 
tion that all procedures generally accepted 
as required for the expression of an opinion 
on financial statements, have not been made 
for these statements. Consequently, we do 
not express any opinion with regard to 
these statements other than as to details 
described in previous paragraphs of this 
letter.” 


In another report: 

“Because of the omission of certain 
auditing procedures pertaining to accounts 
receivable and inventories, mentioned 
above, we do not express an opinion with 
respect to the statements included with 
this report.” 


Where the examination followed 
generally accepted procedures, but 
because of particular matters there 
remain reservations to such an ex- 
tent that it would not be appropri- 
ate to express an opinion even 
though reserved 
This group of statements, which 

presumably is a group receiving con- 

siderable attention by the Committee, 
are statements where the auditor has 
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Statements Made in Accountants’ Reports When an Opinion is Omitted 


covered all procedures which generally 
would be required but, in the work, 
certain questions of a major nature 
were observed which it was not pos- 
sible to resolve, leaving reservations in 
the mind of the auditor sufficient to pro- 
hibit him from the expression of an 
opinion. The following cases may be 
considered as illustrative. 

A corporation, which is allied with 
another business because of their opera- 
tions and elements of common owner- 
ship, was examined. All usual audit 
procedures were performed satisfac- 
torily for this corporation. The same 
auditors examined the statements of the 
other business to which allusion has 
been made. They were not in a position 
to render an opinion on the statements 
of the other business and so stated in 
their report on statements made for it. 
In their report on the corporation, the 
auditors said: 

“The corporation is in its operations, in 
some respects, an adjunct to the operations 
of business of . For 
this reason, even though all audit tests 
confirmed the acceptability of the accounts 
in reflecting transactions with third parties, 
it would appear inappropriate to consider 
these financial statements of the corpora- 
tion independent of the financial statement 
of . We were not in a position 
to state an opinion with regard to the 
financial statements of for 1947, 
because of the omission of generally ac- 
cepted audit procedures with regard to in- 
ventories and accounts receivable. Because 
of that fact, and in view of the relationship 
between these business entities as men- 
tioned, we do not, and are not in a position 
to, express an opinion on the financial 
statements ot corporation. 


o 


In another case, the accountants 
stated: 

“We do not express an opinion that these 

statements present the position of 

and the results of its 
operations for the fiscal year for the follow- 
ing reasons: 

(a) (a qualification in which inventory 
value is questioned because of a 
lack of demand) 

“(b) (a qualification because of the vul- 
nerability of the company ex- 
amined if the principal stockholder 
and principal creditor, one and the 
same, should withdraw financial 
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support) . . . “makes it inappro- 
priate for us to express an opinion 
on the financial position as for an 
independent business entity.” 


At this point we have before us il- 
lustrations of accountants’ reports on 
the three groupings made. Let us give 
consideration to a practice which from 
time to time, you may have seen. I 
refer to reports in which the opening 
paragraph is substantially similar to the 
first paragraph of the standard short 
form of report. From this point, the 
accountant may continue with a narra- 
tive of changes represented by com- 
parison of the ending balance sheet 
with the balance sheet of the previous 
year, or the accountant may describe 
steps taken by him in confirmation of 
certain assets or liabilities. He then 
says, “Respectfully submitted,’ and 
signs his name. He has entirely omitted 
any expression of opinion regarding 
the statements, taken as a whole, or an 
assertion to the effect that such an 
opinion cannot be expressed. An ac- 
countant reading such a report accom- 
panying usual financial statements of a 
business would, it seems to me, con- 
clude that the auditor had deliberately 
omitted a statement of opinion. It may 
be that the auditor was under the im- 
pression that by the deliberate omis- 
sion of an opinion his responsibility re- 
garding the statements had _ been 
lessened. Whether it has actually been 
lessened or whether he has given un- 
qualified approval of the statements by 
his silence is the question. I am not pre- 
pared to venture an answer to that 
question. The fact that such a question 
can be raised has called for a statement 
of our position as a profession. 


Another aspect of this entire subject 
which we should take under considera- 
tion is a recognition that changes of far 
reaching importance have taken place 
in our thoughts on reporting during the 
last ten or fifteen years, while during 
these same years, we have been con- 
tinuing to serve year after year, seme 
of the same clients. We might easily 
feel embarrassed to take a position 
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which seems quite opposed to positions 
which we took in past years when the 
only substantial change has been a 
change in our own viewpoints, rather 
than in the nature of the work per- 
formed. 

Since the Committee on Auditing 
Procedure issued Statement No. 23, 
that Statement has been freely dis- 
cussed by accountants and it is quite 
apparent that a substantial number are 
reluctant to approve its terms. As has 
been shown in the examples cited in 
this paper, one situation where an over- 
all opinion should not be given occurs 
when reservations or qualifications 
which must be taken by the auditor are 
so extensive as to negative the expres- 
sion of opinion with regard to the state- 
ments as a whole. Under this condition, 
I do not find that accountants generally 
disagree with the requirements of the 
Auditing Committee’s statement. In 
such case, it is quite imperative that 


both the disclaimer of opinion and the 
reasons therefor should be given by the 
auditor. However, in the condition 
where insufficient work has been done 
by the auditor, some accountants are 
reluctant to follow the course of dis- 
claiming an opinion and stating reasons 
for the disclaimer. They say that a 
shadow may be cast upon the financial 
statements by the disclaimer and thus 
unjust injury may result to the client. 
This is similar to other matters which 
constantly come before us where an 
inept expression will injure a client’s 
interests. A disclaimer carefully ex- 
pressed, based on reasons that in them- 
selves do not reflect discredit on the 
client, will not cause injury to the 
client. In all cases, a disclaimer should 
be carefully expressed in full con- 
sciousness of the unfortunate connota- 
tion which may attach to a carelessly 
worded statement. 
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A Discussion of Accounting Research 
Bulletin No. 31 


(Inventory Reserves) 


By Raymonp J. Hannon, C.P.A. 


~~ current issue of “Life” maga- 
zine has an article entitled “Dis- 
inflation,’ in which a British economist 
contends that the present boom has 
been going on too long in this country. 
It is his view that every economic 
movement has within itself the seeds of 
its own reversal and that, sooner or 
later, they must sprout. He says his 
word ‘‘disinflation” means more of a 
decline in prices than in wages, and that 
companies with high-price inventories 
will suffer most. 

Probably the most pressing reason 
for consideration of inventory reserves 
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at the present time arises from the very 
high prices and the fear that price 
fluctuations may overstate profits on 
the one hand, and give rise to disas- 
trous financial results on the other, in 
the event of a price decline. 

Many of us are familiar with the 
inventory price decline and resulting 
losses which occurred in the early 
1920's, shortly after World War I. 
It is not unusual, therefore, that such 
a decline should be feared at the pres- 
ent time. Business men must be pru- 
dent in handling their financial affairs 
to protect their working capital posi- 
tion. Certainly the inventory in most 
cases is a very vulnerable spot. The 
high income tax rates and the penalty 
provisions of Section 102 magnify the 
problem, It is not too much to say 
that business is in a vise, the pressure 
being exerted on one side by infla- 
tionary prices and high costs, and on 
the other side by compliance with the 
various income tax statutes. 

We find ourselves in the midst of 
this complex situation every time we 
are confronted with an inventory valu- 
ation. Our problem is two-sided be- 
cause the reflection of value for balance 
sheet purposes must affect the profit 
determination and, prominently in our 
thinking, are the income tax rules and 
regulations. 

In October, 1947, Accounting Re- 
search Bulletin No. 31, entitled “‘In- 
ventory Reserves”, was issued by the 
Committee on Accounting Procedure 
of the American Institute of Account- 
ants. Primarily, that bulletin confines 
itself to the effect on the income state- 
ment of the creation of inventory 
reserves. 

To refresh our recollection, the Com- 
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mittee s conclusions are summarized as 
follows: 
“5... . inventory reserves, such as those 
created 
“(a) for possible future inventory loss 
on inventories not on hand or contracted 
tor, or 
“(b) without regard to any specific 
loss reasonably related to the operation 
of the current period, or 
“(c) for the purpose of reducing in- 
ventories other than to a basis which is 
in accordance with generally accepted 
accounting principles, 
are of such a nature that charges or credits 
relating to such reserves should not enter 
into the determination of net income and 
that they should not be used to relieve the 
income account of any year.” 


It is assumed that the items compris- 
ing the inventory have been priced in 
accordance with an accepted basis, as 
set forth in Accounting Research Bul- 
letin No. 29. Therefore, we are not 
concerned in this discussion with the 
common use of inventory reserves as a 
pricing device. 

The conventional or accepted meth- 
ods of pricing inventory, except the 
last-in first-out method, do not take into 
account the profit effect of price trends. 
Industries having rather long process- 
ing cycles may experience extreme 
fluctuations in basic raw material 
prices. Some have sought to overcome 
the effect of price trends by adopting 
inventory reserve plans. In some cases, 
the reserves are provided by charges to 
income and, in others, by charges to 
surplus. 

I think we will agree generally that 
there must be some basic policy to 
which we must subscribe in order that 
there may be uniformity from year to 
year, depending upon prevailing con- 
ditions. 

In many ways, the problem of re- 
placement of inventories in a rising 
market is very similar to the replace- 
ment problem with respect to fixed as- 
sets. More and more of the realized 
profits must be reinvested in materials 
of greater cost, thus absorbing a 
greater amount of working capital. 
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3ulletin No. 31 makes it clear that 
all losses from inventory on hand or 
contracted for will be recognized by 
charges to income. Generally, the effect 
on inventory will be through the medi- 
um of pricing, but may be accomplished 
through a reserve. 

Subdivisions (a) and (b) of Para- 
graph 5 of Bulletin 31 cover situations 
not directly related to the inventory on 
hand or contracted for. Probably our 
most common experience is to have a 
client dissatisfied with the dollar 
amount of the inventory, even when 
it has been priced in accordance with 
an established basis. That dissatisfac- 
tion may arise because of the resulting 
effect on the income tax to be paid, or 
because of the fear that the price level 
will decline, causing a loss to be sus- 
tained on the inventory. Demands for 
reserves to reduce inventory in such 
cases are probably of the kind referred 
to by the Committee in subdivision (c) 
of Paragraph 5. 

The loss carry-back provisions of the 
tax law help, in part, to relieve the fear 
of paying taxes on profits which may 
disappear in a short time because of a 
subsequent price decline. But they do 
not satisfy fully the hardboiled manager 
who is fighting to keep his .working- 
capital intact. It is important that we 
be fully appreciative of management’s 
problems. Often, a proper pricing will 
overcome insistent demands for the 
creation of reserves. High purchase 
prices do not in themselves overstate 
profits. However, high prices on an 
unbalanced inventory may cause this 
result. It is important, therefore, that 
careful consideration be given to the 
composition of the inventory that we 
may recognize overstocking and slow- 
moving items which may represent 
potential losses. Through the medium 
of pricing this condition is recognized 
and given effect to in the income state- 
ment. 

If reserves of the kind referred to in 
the Bulletin are created, it is the Com- 
mittee’s opinion that they be created by 
a segregation or appropriation of sur- 
plus. It is understood further that no 


August 














A Discussion of Accounting Research Bulletin No. 31 


cost or loss should be charged to a re- 
serve and that no part of it should he 
transferred to income, or in any way 
used to effect the determination of net 
income for a year. When no longer 
needed, the reserve should be returned 


to surplus. 





The Committee indicates that it 
would not be improper to create the re- 
serve as an appropriation from income, 
but considers that method as less de- 


sirable. The propriety of that method 
is contingent upon showing in the in- 
come statement that the final figure is 
not the entire net income. Also, when 
the reserve is returned that it be clearly 
shown at the foot of the income state- 
ment, with appropriate indication that 
it is not income. 

It seems to me that the Committee’s 
pronouncement is a fair one. No device 
should be permitted which seeks pri- 
marily to shift profits from one year to 
another. It is entirely reasonable, and 
in fact desirable, that we should review 
and check our thoughts with respect 
to various accounting concepts from 
time to time, to be certain that changing 
conditions have not altered basic facts. 
In the case of inventories, has the 
march of time changed conditions so 
as to affect our established concepts? 
Have inflationary prices brought new 
accounting problems?’ Are we in a 
position to say.at the end of an account- 
ing vear that we know that the future 
vill bring losses which are a proper 
charge to the current year? 

Personally, I think the answer to 
these questions is “no’’. In fact, I find 
it very difficult to accept the Lifo 
method of pricing, as applicable to the 
many situations to which it is being 


applied. I feel that we are allowing in- 
come tax situations to bring into being 
a method of valuing inventory, which 
is difficult to defend generally on other 
grounds. If you have not done so, I 
suggest that you read Mr. Wilcox’s 
article on this subject in the February, 
1948, issue of the Journal of Account- 
ancy and Mr. Peloubet’s reply thereto 
in the April, 1948, issue. 

Returning to the threatened “dis- 
inflation”, how does the threat affect 
the determination of earnings for a 
given accounting period and the ex- 
pression of the current position at the 
year-end? Are not the profits properly 
stated when the inventories are priced 
pursuant to an accepted basis and the 
current position reflected as to inven- 
tories in the same manner? Would it 
be more proper to try to estimate a 
future loss which may be experienced 
next year, the year after that, or at 
some future time and, perhaps, not 
resulting from the inventories now on 
hand or contracted for, in order to level 
off the profits ? 

These are questions suggested by 
creating reserves of the kind referred 
to in paragraph 5 of Bulletin No. 31, 
which seem to me to be contrary to the 
facts we find existing at a year-end. 
The suggestions are based on threats 
and not measurable facts. 

It is highly desirable, however, that 
we review and debate the issues which 
are presented, and that is to be our 
privilege at this conference. I hope 
that these few remarks may have 
stirred your thought processes, so that 
we may have the benefit of your ideas 
on this subject when the meeting is 
opened for general discussion. 
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Accounting Research Bulletin No. 32— 


Income and Earned Surplus 


A Suggested Solution to the Issues Raised 


By Tuomas L. 


Saag I selected Bulletin No. 32 as 
the subject matter for my discus- 
sion today, I felt that the problems in- 
volved would be relatively simple. 
However, intensive study during the 
past two weeks has shown me that, on 
the contrary, they are quite complex, 
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and I am not sure that there are any 
vasy and all-inclusive answers. How- 
ever, let us at least consider some of 
the issues that are raised by the Bul- 
letin, and their possible solutions. 

Let us review, for a moment, the 
origin of the present disagreement be- 
tween the accounting profession and 
the Securities and Exchange Commis- 
sion on the subject. For many years, 
the S.E.C., in reviewing individual 
statements submitted to it, took excep- 
tion to the accounting treatment of 
certain types of non-recurring income 
and cost items, and requested a revi- 
sion of the statements by the corpora- 
tions submitting the reports. These 
included such items as: depreciation on 
appraisal appreciation of depreciable 
assets ; litigation income or cost affect- 
ing other periods; modernization and 
retirement costs; renegotiation of sales 
prices (prior years); inventory price 
revisions ; and similar items. However, 
no specific policy was formulated by 
the S.E.C., to serve as-.a standard in 
the preparation of all future reports to 
be submitted to it. Because the Ameri- 
can Institute of Accountants was de- 
sirous of formulating a statement of 
policy on this subject which might 
serve as an acceptable guide in the 
preparation of reports by accountants 
for all purposes, including submission 
to the S.E.C., Bulletin No. 32 was 
prepared and promulgated. Neverthe- 
less, the January, 1948, issue of The 
Journal of Accountancy contained a 
reproduction ot an official statement 
promulgated by the S.E.C. to the effect 
that it could not completely accept the 
conclusions of Bulletin No. 32. 

It may be assumed, without argu- 
ment, that both the S.E.C. and the 
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Institute are motivated by the desire 
to furnish the public with the most ac- 
curate information possible, prepared 
in the most intelligible form, so that 
those using these accounting reports as 
a basis of action in the financial and 
investment world will not be misled. 
As I see it, the disagreement lies not 
in motive, but rather in the selection 
of the best means of accomplishing 
this end. 

The present position of the S.E.C., as 
interpreted by its chief accountant! is 
that currently prepared statements of 
income should include all types of 
income and costs of a current year, 
whether they be derived from current 
operating activities or from non- 
recurring and unusual sources. Such 
items include tax refunds, receipts or 
payments arising out of litigation, in- 
ventory adjustments, modernization 
costs, and retirements, to mention only 
a few with which we are all familiar. 
It is the position of the S.E.C., as 
expressed by Mr. King, that all such 
items should be listed in the income 
statement, in a_ section specifically 
designated as including non-recurring 
items. In this fashion, the S.E.C. be- 
lieves that all the facts will be available 
to the reader of the report, thus en- 
abling him to form his own judgment 
as to how net income was derived. This 
type of income statement is known as 
the “all-inclusive income statement,” 
and Mr. King favors it over the “cur- 
rent operating performance type.” 

On the other hand, we have the 
recommendations of the American In- 
stitute of Accountants, as outlined in 
Bulletin No. 32. The position expressed 
in this Bulletin is that net income 
should reflect, as nearly as possible, the 
current operating performance of any 
company under consideration, and that 
reasonable distinction should be made 
between those items which do not recur 
and those that are likely to recur. It is 
felt that it is the function of accountants 


to interpret the facts as presented by 
the records of the company so as to 
reflect as clearly as possible, for any 
given period of time, the normal opera- 
tions and resulting net income; also, 
and in conformity with the views of 
the S.E.C., that all items considered 
as unusual or non-recurring should be 
specifically and prominently designated. 


It is my conclusion that in an ade- 
quately prepared and truthful report 
in either form, all essential information 
would be disclosed to the technically 
trained interpreter. However, should 
the “all-inclusive” income statement be 
adopted, I feel that there must also be 
included a descriptive heading which 
would serve to show the current operat- 
ing income before the inclusion of un- 
usual and non-recurring items. In 
financial reports of both the “‘all-inclu- 
sive” and “current operating perform- 
ance’ type, net current income per 
share would appear, as well as the net 
income per share after giving effect to 
these unusual items. A conclusion simi- 
lar to this was proposed by Messrs. 
Chamberlain, Paton, and Stans in their 
dissent from the conclusions stated in 
Bulletin No. 32. 

It is my belief that the disagreements 
and discussions that have been going 
on between the two groups of thinkers 
on the subject are but symptomatic of 
a more fundamental difficulty. In order 
to make this statement clearer, we must 
consider a few basic facts. Our reports, 
as we write them, are destined to reach 
a potentially vast audience. This audi- 
ence is composed of men in all walks 
of life and with varying amounts of 
knowledge and skill in the reading and 
interpretation of financial reports. For 
purposes of simplification, we may 
make the following groupings: (1) the 
skilled group — accountants, statisti- 
cians, professional economists, some 
bankers and some lawyers. (2) the 
intermediate group, men who may have 
a familiarity with the terminology em- 


1. The Income Statement — Problem Child of Accountancy, by Earle C. King. 
The New York Certified Public Accountant, June, 1948, pages 413-419. 
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ploved in the statement and vague 
ideas as to their possible meaning, but 
without much concrete knowledge of 
how the figures are arrived at — as, 
for example, many politicians, labor 
leaders and, perhaps, some executives. 
Finally, (3) there is the large class of 
people who are generally uninformed 
in this area and who have no real 
knowledge on the subject whatsoever— 
the physician, school teacher, machinist, 
storekeeper, minister, etc. No matter 
how intelligent and well informed they 
may be in their own fields, the specific 
meanings and usages we place on 
words in our reports do not have the 
same meanings to them. 


If we had to write our reports for 


the first group that is, the well- 
informed, technically trained individu- 
als — the difficulties would be small 


and, I believe, agreement could be 
reached with ease. However, if we try 
to write a report that will convey the 
same meaning to hundreds of different 
people with varying educational and 
job experiences, I feel that such an 
accomplishment is impossible. Insofar 
as the technically trained interpreter is 
concerned, I do not feel that one type 
of income statement offers any ad- 
vantages over the other form of report- 
ing. And insofar as solving the problem 
of interpreting reports to the casually 
acquainted and the non-acquainted, I 
do not feel that the controversy hits at 
the fundamental issue at all. The prob- 
lem of conveying the facts involved in 
an income statement to the groups with 
some knowledge or no understanding 
of the present day report is of funda- 
mental importance. Because of untruth- 
ful and misguided interpretation, much 
damage to our social and economic 
structure has already resulted and, I 
fear, if the problem is not solved, more 
harm may come. 

What are the sources for misinter- 
pretation’ To us, as accountants, it is 
probably difficult to visualize a person 
who does not understand our concept 
of “income”. To us, it has a relatively 
generally accepted significance when 
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we use it as a term on our reports. 
Sut to the man in the street, the con- 
cept of income is, in reality, defined in 
terms of his own experience. For ex- 
ample, his weekly pay check can be 
converted into dollars at the bank; 
therefore, to him, “income,” “cash” 
and, possibly, “profit” all have about 
the same meaning. Most people employ 
their every-day understanding of con- 
ceptual terms in reading our reports, 
although it may differ considerably 
from the intended technical significance 
of the words. I am sure that if you ask 
any group of individuals, one by one, to 
define what they mean by “income”, 
“cash”, “profit”, and “surplus”, you 
will find how vague their concepts are 
and how greatly these differ from the 
accountants’ except, perhaps, when it 
comes to “cash”. 

In short, we, as accountants, use 
words in a highly technical sense. We 
generally agree among ourselves as to 
how we shall use them. However, it 
so happens that these same words exist 
in the vocabularies of non-trained 
people and when they use the words 
for the purpose of learning something 
it is very probable that they may be 
using them in a lay, rather than a 
technical sense. 

Mr. George D. Bailey, in his paper 
recently published in the January, 1948, 
issue of the Journal of Accountancy, 
struck a rather pessimistic note but, 
perhaps, a true one, when he pointed 
out that our reports are not only not 
understood, but are mistrusted. 

After all, we may be accused of 
errors and sins which are not exclu- 
sively of our making. If we write a 
report that is intelligible to a trained 
individual, we cannot expect it to be 
understood by everyone. Likewise, 
when we consider the origin of the ex- 
pressed mistrust of our reports, we 
must realize that in this world of today, 
there are many people who fear to 
look at reality and who will do anything 
to cover up their ignorance. If they 
cannot understand a report, they will 
say it is wrong. If they made an invest- 
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ment by looking at only one item on 
the report, and then the company lost 
money and the value of the investment 
went down, they often blame the report, 
instead of themselves. It may sound 
ludicrous, but there are those who have 
been impressed solely by the presence 
of a large number of dollars at the 
points where both assets and liabilities 
are added up. Then, there are others, 
a little more informed, who have their 
pet ratios which they consider infallible 
until reality proves them wrong. These 
are the people who do not look at the 
report in its entirety. They are fre- 
quently bitter over the result occa- 
sioned solely by their own shortcom- 
ings, and will blame a good report that 
contained all essential information. 
These are the people who will be 
swayed by the single figure of net in- 
come per share, no matter how much 
evidence is presented as to its deriva- 
tion. To people who cannot see reality 
because of ignorance, we can not offer 
much hope by mere changes in the 
form of reporting. 

Finally, I would like to make some 
comments on the use to which our 
figures and reports are put by those 
politicians, labor leaders and execu- 
tives, who may wish to further their 
own selfish ends. We all know that, 
because of the technical nature of a 
report and the resulting confusion as 
to the meaning and significance of 
words and figures extracted from the 
total picture and used out of context, 
black can become white and white 
black, very easily. I cannot perceive 
the cure for this sort of misuse, as long 
as there are people who wish to pervert 
the truth. We just have to learn how 
to “spot” them and protect ourselves 
as best we can. 

Now, you will ask, what are we 
going to do about it? You have left 
us in a real mess! Things are bad; can 
you extricate us and solve the situa- 
tion? Naturally there is no simple solu- 
tion to ignorance but we can, perhaps, 
look at the problem a little more op- 
timistically, now that we know where 
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some of the difficulties lie. In a general 
sense, they do not lie with one tech- 
nicaliy trained man talking to another. 
For all practical purposes, they can 
reach understanding and agreement. 
The great problem lies with interpret- 
ing the facts to the laymen. If the large 
mass of American citizens could be 
made to understand the facts then, per- 
haps, the politicians and demagogues 
would have a little tougher job in using 
their distortions to fool the people. 


In order to do this, I offer the follow- 
ing suggestion : Since the average, tech- 
nical financial report is of the same 
order of complexity as a will, or a 
deed, or an X-ray film, it, alone, is 
too much to present for public con- 
sumption. We should also prepare a 
second report, based on these figures 
appearing in our technical report. This 
report would demonstrate graphically 
and concretely what our technical terms 
mean in every-day language. That is, 
we would translate our findings into 
simple, dynamic terms that the laymen 
might understand. This idea has al- 
ready been utilized by some of the rail- 
roads, insurance companies, and in- 
dustrial corporations, with beneficial 
results. One excellent example of this 
type of reporting to the laity is the 
1947 annual report of the Joy Manu- 
facturing Co., (located in Pittsburgh, 
Pa.,) to its employees. Such a dynamic, 
visual and concrete report, related to 
the world of the average person, might 
be quite useful to him. Even I find it 
a little wearisome, at times, to pore 
over a lot of figures, charts, graphs 
and statements. If I feel this way on 
occasion, I am sure that the non- 
informed person feels this way most of 
the time. I do not intend to suggest the 
abandonment of our conventional tech- 
nical form, but mean only that we 
should also try to translate it for the 
average man. 

However, even this is not an infal- 
lible solution, although it might im- 
prove the situation greatly. But I still 
feel that the greatest step would be for 
the non-informed person to realize that 


I95 








The New York Certified Public Accountant 


he is not dealing with something simple 
when he reads a report. We should try 
to convey to the public that the average 
financial report must necessarily be 
complex if it is to be truly accurate. 


We should educate the public to look 
upon their certified public accountants 
as they would look upon their lawyers 
or physicians. What layman would try 
to pass judgment on a contract or will, 
or upon an X-ray film, or an electro- 
cardiogram? Let us further the idea 
that we can serve the public as impar- 
tial interpreters of statements to them. 
Let them know that we can render an 
opinion on a complex matter and that 
if we do this, then we can, perhaps, 
help solve many individual situations. 


I have digressed purposely from an 
intimate discussion of Bulletin No. 32 
and the S.E.C. viewpoint thereon be- 
cause I feel that whatever system we 
adpot can be made workable insofar as 
we, ourselves, are concerned. I feel that 
we, as accountants, are taxed however 
with a greater problem than this, 
namely, of helping a larger number of 
people to understand in concrete, mean- 
ingful terms what reports are. A 
mathematician must express his find- 
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ings in rather complicated formulas to 
achieve accuracy. So too we, as ac- 
countants, must use complicated forms 
if we are to achieve accuracy. I use 
“complicated” here in a relative sense. 
The mathematical formulas are simpli- 
city itself to mathematicians, and our 
methods and reports are relatively 
simple to accountants. But to the non- 
mathematician, a formula is incompre- 
hensible. So it is with our reports — 
they are another language to the un- 
initiated. I would suggest to the S.E.C. 
that it take a realistic outlook on this 
problem of human nature and human 
ignorance. I suggest that it encourage 
potential investors to consult C.P.A’s. 
before they make up their minds as to 
the meaning of a report and invest their 
funds. I probably will be accused of 
promoting my own and our profes- 
sional selfish interests. However, even 
though we would benefit in having 
more work to do, I am confident that 
the public would benefit immeasure- 
ably from the advice that most of us 
could give them. This is the only solu- 
tion I can find. You may say it is a 
difficult one. I agree, but yet to me 
it is the one solution that seems 
workable. 
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Current Trends in Internal 


Audit Programs 


By Joun T. S. Byrne 


HE economic cycles through which 
we have passed, namely, the years 
of prosperity, the years of depression, 
and the war years coupled with the in- 
creased regulation of business by gov- 
ernment and management’s recognition 
of the greater need for efficiency, have 
contributed largely to the current 
trends in internal audit programs. We 
all recognize that the objectives, meth- 
ods, and status of internal auditing 
have changed considerably in recent 
years. What are these changes? What 
do we mean by internal auditing? Do 
we mean a systematic review of ac- 
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counting records to determine the 
arithmetical accuracy of accounts and 
the physical existence of certain inven- 
tory items, or do we have some broader 
aspect in mind? Internal auditing in 
the twenties and possibly the thirties 
could be defined as just that type of 
function. Today, internal auditing is 
the systematic review on the part of 
management to assure itself that all 
company policies and procedures are 
complied with; that such policies are 
administrable; that they provide ade- 
quate internal controls ; and that obser- 
vations are made of opportunities to 
increase the company’s profits. It should 
be noted that this definition of internal 
auditing includes the older concept of 
the term and describes the broader 
aspects of the responsibility as it now 
is usually practiced. 

It might be well to stop here a mo- 
ment and define the term program. For 
the purpose of this discussion, a pro- 
gram is a plan of action to achieve the 
objectives established. A plan of action 
is basic to the accomplishment of any 
task, Internal audit programs are nec- 
essary to achieve the objectives estab- 
lished. Unless we have a clear under- 
standing of our objectives, we cannot 
carry out the real function of internal 
auditing. 


Objectives of Internal Auditing 

Internal auditing is a tool of manage- 
ment, designed to assist management in 
carrying out its duties and responsi- 
bilities. It is the eyes and ears of 
management. Upon the acceptance 
by management of this management 
tool depends the success of the internal 
audit program. In most corporations, 
management has delegated the authority 
and responsibility necessary for the 
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auditor to carry on his work. Internal 
auditing must be constructive and ren- 
dered in a spirit of cooperation. It must 
never be critical in its approach to prob- 
lems or conditions. 

It is impossible to define all the ob- 
jectives of an internal audit group in 
one concise sentence. However, we can 
discuss them without preference to their 
importance. These can be summarized 
as follows: 

1. That proper accounting has been 

made of the company’s assets and 


liabilities. 

2. That all income, to which the 
company is entitled, has been 
received and accounted for prop- 
erly. 

3. That value has been received for 


all expenditures. 

4. That authorized procedures are 
being followed. 

5. That policies and procedures pro- 
vide adequate internal control and 
are administrable at a reasonable 
cost. 

6. That opportunities for reducing 
the company’s expenses, or in- 
creasing the company’s profits are 
being constantly sought out. 


The first three of the above objectives 
come close to being all-inclusive, but the 
program to be followed in achieving 
them should not be that of a mechani- 
cal procedure or a routine check. There 
is one point I would like to make which 
I believe is the most important single 
thing to keep in mind in developing an 
internal audit program, and that is that 
no one can tell you what to audit or how 
to audit. It is true that suggestions can 
he made and a detailed program out- 
lined and even written, but none of 
these can take the place of the auditor's 
initiative. In fact, in many instances, 
they destroy the initiative of the auditor. 

We, in the internal audit field, are 
being held responsible by our chief 
financial officers for carrving out that 
part of their responsibility which con- 
cerns the protection of stockholders’ 


598 


investments. It is up to us to help pre- 
vent losses in our companies. This is a big 
assignment and requires all the imagi- 
nation we can command. In too many 
instances, this objective is achieved 
through a mechanical checking process. 
It can only become mechanical after we 
know how to approach the job, and we 
cannot know how to approach the job 
until we realize our principal objective 
is to prevent losses of any nature from 
occurring. 

In reaching this objective, it is not 
intended that a program should be 
established merely to see that sound ac- 
counting procedures are being followed 
in all departments of the company; it 
should be broader than that; it should 
be established in order to answer many 
questions of policy and judgment. Is 
the company wasting money? Is it get- 
ting full value for expenditures? Are 
opportunities for economies and the in- 
crease of profits being constantly 
sought? Are governmental regulations 
being complied with? Are expenditures 
properly controlled ? Are the company’s 
personnel policies sound? Do we have 
adequate protection of our facilities? 
These are only a few of the questions 
that must be answered by an internal 
audit program. Others will be devel- 
oped by audit staffs who have initiative 
and really study their problems. 


Audit of Assets and Liabilities 

Let us look more closely at these ob- 
jectives individually and see what they 
mean. The first one was “that proper 
accounting has been made of the com- 
pany’s assets and liabilities.” This is 
the phase of the internal audit program 
which is similar to that of the public 
accountant. In view of this fact the 
audit programs of both groups can be 
and should be coordinated. The influ- 
ence of the public accountant is easily 
recognized in internal auditing. Many 
of us in the internal audit field formerly 
were engaged in public accounting 
work. We understand and appreciate 
the objectives of the public accountant. 
We are both interested in the same re- 
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sults — to assure ourselves and our 
principals that the financial results 
reflected by the reports fairly present 
the company’s position at a given time. 
The public auditors are usually elected 
by the stockholders and are responsible 
to them. Internal auditors are usually 
appointed by management and it is 
their duty to assure management that 
the reports are correct. The coordina- 
tion of programs works to the advan- 


tage of both groups because it permits 
each to use its manpower more eco- 


nomically. Each can perform its re- 
spective duties with a minimum dupli- 
cation of work. 


The internal audit program must 
provide ways and means of verifying 
that all of the company’s assets, as 
shown by the record, are on hand; that 
records correctly reflect their values; 
that all assets of the company are re- 
corded; and that the entries affecting 
the accounts have been properly made. 
It is necessary, therefore, not only to 
determine the physical existence of the 
assets, but also that they are actually 
worth what the books reflect. This, of 
course, raises questions covering doubt- 
ful accounts receivable and necessary 
reserves; valuation of inventory; slow- 
moving and obsolete stock; soundness 
of cost system; values of surplus real 
estate: values behind deferred charges 
and prepaid expenses, etc. The auditor 
must determine that proper accounting 
has been made of all liabilities of the 
company. In this phase of the program, 
it must be determined that the liabil- 
ities are properly stated; that the lia- 
bilities shown by the books and records 
are legitimate debts of the company; 
and that payments have been made only 
to proper persons. The program, of 
course, must go further than this. It 
should be determined that the liability 
incurred was necessary ; that it was au- 
thorized only after receiving assurance 
that it was necessary; that it was in- 
curred with the person or company 
which could furnish the most value for 
the money; that full value was re- 
ceived; and that the liability was cor- 
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rectly recorded and finally paid after 
deducting such items as proper dis- 
counts and claims. 


Audit of Income 

The second objective was “that all 
income, to which the company is en- 
titled, has been received and accounted 
for properly.” This is probably the 
most difficult of all to achieve. It re- 
quires a knowledge of all of the phases 
of the company’s activities. Reviews 
and studies must be made of the com- 
pany’s reports. Visits must be made to 
the operations in order to try to ascer- 
tain all possible sources of income, 
whether regular or infrequent. This 
also requires reviews of the sales de- 
partment’s files, prices, discounts, 
claims and scrap sales. What proce- 
dures have been established for the con- 
trol of salesmen? How does manage- 
ment know that they are calling on the 
trade? Do the salesmen receive com- 
missions or bonuses and how con- 
trolled? Is a selective selling program 
in effect ? Does sales management know 
the profitability of customers or does it 
assume that a large volume means large 
profits? What caused lost business? 
What is the per cent of market partici- 
pation and why? Are delivery prom- 
ises promptly met? Are certain cus- 
tomers receiving preferential treatment 
and why? 

A review of the traffic department is 
necessary. Do we handle or ship mate- 
rial unnecessarily? Is full potential 
saving in cost realized by ordering in 
sufficient quantities to get the lowest 
rates? Are selling prices high enough 
to cover transportation costs? Are the 
best possible rates secured? Is full ad- 
vantage taken of available transporta- 
tion facilities? It implies a review of 
the purchasing department activities 
and files: relationships with vendors; 
terms and discounts; prices; claims; 
quality of material; defective produc- 
tion resulting from purchasing policies. 
It is also necessary to review the engi- 
neering department. What controls are 
established to determine the adequacy 
or inadequacy of facilities prior to re- 
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ceiving appropriation requests? Are 
there some means available for verify- 
ing the receipt of all construction work 
as compared with approved appropria- 
tions? Have estimated savings been 
realized since the changes have been 
made in facilities, plant or equipment? 

This objective also implies the re- 
view of the treasury department. Are 
credits and collections being made in 
accordance with regularly accepted 
policies? What business has been lost 
due to stringent credit policies? Are 
there any differences made between cus- 
tomers with the same credit rating? 
Why? Reviews should be made of the 
operating and production department’s 
activities and files. Is production being 
properly scheduled as compared with 
standard practice and backlogs of or- 
ders? How does the current per cent 
of performance and yields compare 
with standard? How were the stand- 
ards established and are they correct? 
Do they reflect current changes in 
equipment, methods, ete.? Do the 
standards comprehend differences in 
products? Reviews, of course, must be 
made of all other departments of the 
company, such as legal, industrial rela- 
tions, public relations, administrative 
planning, and salary administration, as 
they all have an important part in the 
profits of the company. 

Of course, under this objective 
would be included the review of con- 
tracts and agreements as these are often 
the source of revenue which is not con- 
trolled by regular routines. During 
discussion of different phases of the 
business, opportunities for many new 
leads will be developed. 


Audit of Expenditures 

The third objective listed above was 
“that value has been received for all 
expenditures.” This is the phase of the 
internal audit program which is too 
often neglected. We are all prone to 
accept the other fellow’s word for it. 
Simply because an invoice shows some- 
body's signature, we often assume that 
that person knows that the company 
received full value. Often the person 
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who approves the price knows only that 
the price agrees with an order that was 
placed. It does not mean that the terms of 
the payment are correctly stated ; or that 
the order was placed most advantage- 
ously ; or that transportation costs have 
been prope-ly computed and stated; or 
that the debt was even necessary in the 
first place. Let us look at a typical ex- 
ample, a power bill. To review this bill 
to determine that the footing and exten- 
sions are correct, that the bill has been 
approved, and that the meter reading 
agrees with that shown on the bill, 
means very little. The program should 
include a study to determine that the 
equipment is used and scheduled to re- 
quire a uniform demand charge to the 
greatest degree possible. Certainly, pro- 
cedures should be established and fol- 
lowed to provide for just such a control, 
These are a few of the things which 
should be provided for in our internal 
audit programs. Included under this 
objective would be a review of the pay- 
rolls, taxes, insurance, all kinds of ex- 
penses, construction, transportation, 
commissions, incentive plans and de- 
ductions from sales. Let us consider for 
a moment such expenses as rent, truck- 
ing, telephone and telegraph, travel or 
entertainment. Oftentimes, past prac- 
tices serve as authority for approval of 
this type of expense. Conditions or a 
peculiarity of a location might have 
made the incurrence of the expense nec- 
essary as an expedient method of han- 
dling the situation. However, times and 
conditions might have changed and the 
expense is still being incurred. The 
regular line employees have become so 
accustomed to seeing certain items on 
the reports, and no great changes have 
occurred in the expenses since the last 
reports, that they approve and pass 
them without question. In order for 
the audit program to be effective and 
complete, it must provide for the de- 
termination of whether the company 
received full value for these expendi- 
tures. It might not be possible for the 
internal audit group to provide the final 
answer to these questions, but they 
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should be thoroughly investigated and 
additional questions raised so that man- 
agement can make the final decisions. 
Audit of Policies and Procedures 
The fourth objective was to deter- 
mine “that authorized policies and pro- 
cedures are being followed.” Manage- 
ment cannot receive full value from an 
internal audit program unless it will 
delegate to the auditor the right to re- 
view and audit all phases of the com- 
pany’s activities without exception. An 
auditor must be permitted to state the 
facts as they exist. He should be en- 
couraged to advise management of all 
conditions that are exceptional whether 
good or bad. He should be free to ad- 
vise management of the effect of all 
policies and procedures, and to propose 
methods of improvement in order to 
help management take the corrective 
action necessary. Due to the many de- 
tails involved in operations, there are 
times when management’s policies and 
procedures do not work in the field as 
was intended at the time of adoption ; or 
there were certain features of which 
management had no knowledge and did 
not consider when it formulated the 
policy. In other cases, times and condi- 
tions have changed and the changes 
have not been recognized or reflected in 
new policies. The internal auditor can 
render management a definite assist- 
ance by bringing such matters to its 
attention and, if qualified, recommend 
the changes necessary. In other in- 
stances, policies and procedures are 
misunderstood by the people who are 
to administer them. In many of these 
cases, the men in the field, although 
honest in their interpretation of the 
policy as they apply it, do not have all 
the background or data necessary to 
understand the policy completely. There 
are times when we realize the limitation 
of words to express our thoughts or 
desires correctly. Surely management 
wants to know when its policies or pro- 
cedures are not being followed. Some 
one may have found a short cut or a 
new way to do something which is in 
violation of a policy. If the short cut or 
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new way is better, naturally manage- 
ment wants to know about it in order 
to change its policy or procedure to re- 
flect the improvement. If, on the other 
hand, it does not achieve the end which 
management had in mind, management 
will want to stop it as quickly as pos- 
sible. 

In order for management to receive 
the full benefits from an internal audit 
program, the auditor should not be lim- 
ited by departmental lines. Auditing, to 
be completely effective, must be on a 
company-wide basis. It is just as im- 
portant for the production executive te 
know that authorized policies are being 
followed by his subordinates and are 
followed by his subordinates, and are 
controllable, as it is for the sales, indus- 
trial relations, purchasing, financial or 
any other corporate executive to know 
these facts. 

The same type of service must be 
rendered to all levels of management. 
It should be borne in mind that this 
program is not intended to take away 
or substitute any responsibilities of su- 
pervision. It is merely intended to be a 
staff activity to assist all of manage- 
ment in the performance of its duties. 
Many times I have heard the remark 
that the proposed program stated above 
would usurp certain of a supervisor’s 
responsibilities. The program is not in- 
tended to do any such thing. It is to 
render assistance to supervisors, or to 
management representatives at ail lev- 
els, to help them do a better job. Usu- 
ally such persons are too tied down by 
everyday problems of their positions to 
find the time necessary to make such 
reviews or studies. Most of these in- 
dividuals are not trained to search out 
such details and appraise their values 
in the light of auditing requirements. 
At other times, they, like all the rest of 
us, are usually too close to the trees to 
see the forest. Therefore, the auditor 
who is trained for such work and 
employed to spend the time necessary 
in performing this work is much better 
qualified to render an unbiased view- 
point on such matters. Self-appraisal 
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of activities is seldom without certain 
prejudices. The basic principles of in- 


ernal controls call for unbiased ap- 
praisal of another's work. 


Audit of Internal Control 
The fifth objective mentioned was 
“that policies and procedures provide 
adequate internal control and are ad- 
ministrable at a reasonable cost.” This 
is the phase of the program which deals 
with the verification of the integrity of 
those handling the eompany’s affairs. 
To the outsider, this is the phase of the 
program considered most important. It 
is felt that, in recent years, many com- 
pany audit groups have tended to 
minimize this part of the audit program 
in favor of the broader aspects men- 
tioned above. Internal auditing is still 
primarily interested and concerned in 
he detection and prevention of fraud 
and dishonesty. Any audit program 
that does not recognize that fact is de- 
ficient. As long as business is done by 
ple, some will be dishonest. We 
nust, therefore, plan our auditing to 
detect such conditions promptly. What 
is even more important, however, is the 
prevention of fraud before it happens. 
Auditing has undoubtedly prevented 
more dishonesty than it has detected, 
and this is vastly more important. It is 
felt that people are usually basically 
honest and become dishonest because of 
circumstances, Something happens that 
makes it desirable to be dishonest. 
Some people are morally strong and 
can withstand any temptation; others 
are honest because the chances of being 
caught are too great; in other cases, it 
is a combination of the two. The com- 
pany should do everything in its power 
to help keep its employees honest. It is 
not fair to place the employee in a posi- 
tion where it is possible for him to be- 
come dishonest with little or no chance 
of detection. It is unfortunate but there 
is no way to tell which employee can 
withstand temptation under varying 
degrees of pressure. Financial difficul- 
ties, pride, necessity for sacrifice, and 
other causes may create dishonesty. 
The audit program should prevent the 
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possibility of dishonesty to the greatest 
practicable extent. ; 

There are at least two ways to pre- 
vent fraud: first, by seeing that all 
practicable phases of internal check and 
controls are included in procedures; 
and second, by doing sufficient test 
checking to make it difficult for the 
practice to go undetected. To accom- 
plish this latter phase, it is not neces- 
sary to check all the detail transactions. 
Most dishonesty is repetitive, and test 
checking will make it dangerous to at- 
tempt. If the auditor is the only one 
who knows the extent of the test check, 
it will serve its purpose well. 

The other method of preventing 
fraud is the determination of the prin- 
ciples of internal check and control. It 
is felt that this method is the most im- 
portant one. We cannot pass over this 
phase lightly by saying it is the respon- 
sibility of others. Our programs should 
be so planned as to determine that all 
procedures and methods are such that 
maximum amount of internal control 
is present at a cost consistent with 
maintaining such controls. In establish- 
ing this fact, a considerable amount of 
our program can be accomplished at a 
minimum cost. Establishment of ade- 
quate and proper internal controls 
diminishes the possibility of loss of as- 
sets or income. Such procedures have 
the advantage of preventing losses be- 
fore they occur. The usual verification 
type of audit program may only dis- 
cover the error after it has occurred 
and this, at times, is only a remote pos- 
sibility. A large portion of the audit 
program should deal with the review of 
methods and procedures in order to 
determine that they provide maximum 
controls over losses at a cost consistent 
with the amount of risk involved. 

Let us review for a moment some of 
the basic principles of internal control 
which should be reflected in our inter- 
nal audit program. Whenever prac- 
tical, procedures should be so designed 
and planned that no one person origi- 
nates and completes any one transac- 
tion. Jobs should be broken down into 
their component parts to such a degree 
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as may be economical. The larger the 
organization, the finer the jobs can be 
broken down. A pieceworker or an em- 
ployee on incentive usually should not 
report his own production without 
some means of checking his reported 
production or performance through an- 
other source. To the greatest practical 
extent, production and accounting 
functions should be clearly separated. 
Whenever possible, the record keeping 
should be under the jurisdiction of 
some one other than the person who 
actually handles the company’s funds 
or their equivalent. All employees han- 
dling cash, securities, and important 
accounting records should be rotated in 
various positions or temporarily re- 
placed by other employees during vaca- 
tions. The responsibilities, duties, and 
functions of all departments should be 
clearly defined and clearly written. To 
the most practical degree possible, ac- 
tivities should be decentralized. In 
many cases this will directly improve 
internal controls. Responsibility for 
each group of transactions or part of a 
transaction should be fixed to the great- 
est extent possible. Forms and proce- 
dures for handling them should be so 
devised as to promote the principle of 
internal control. The use of mechanical 
equipment for recording and bookkeep- 
ing purposes can often serve to improve 
internal control. Perpetual inventory 
records should be used to the most 
practical extent consistent with cost of 
maintenance and benefits to be derived 
from them. Whenever practical, such 
items as vouchers, sales invoices, 
journal entries, and credit and debit 
memoranda should be checked by 
someone other than the one making 
them up. As stated before, these are 
only some of the methods of control to 
be considered in reviewing procedures. 

In order for management to assure 
itself that new policies, procedures and 
methods provide adequate internal con- 
trol, the internal auditor should be held 
responsible for reviewing them before 
they are approved for issuance. The 
auditor should recommend any changes 
which he feels are necessary for im- 
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provement of controls or administra- 
tion. It is not intended, however, that 
the internal audit staff be responsible 
for the installation of new procedures. 
Most companies have a staff group 
whose responsibilities are to install new 
systems and constantly improve those 
in effect. Such staffs are sometimes 
called procedure staffs or methods and 
procedure staffs. It is usually the duty 
and objective of this group to install 
systems and procedures at the lowest 
possible cost. It is their responsibility 
to systematize the flow of work and to 
determine job loads in order to obtain 
the lowest clerical costs. Many times 
the objectives of the audit staff and the 
procedure staff are at odds, since the 
auditor is primarily interested in in- 
ternal control and the procedure group 
is interested in low cost operations. 
This works to the benefit of the com- 
pany because, through discussions, mu- 
tual agreements can be reached and the 
company will have new methods devel- 
oped which will have adequate internal 
control at reasonable costs. The audi- 
tor should be constantly on the alert to 
bring to the attention of the procedure 
group and management, methods which 
are in need of revision or opportunities 
of reducing costs without sacrificing in- 
ternal controls. 


Audit of Profit Opportunities 

The sixth objective was “that oppor- 
tunities for increasing the company’s 
profits are being constantly sought out.” 
The internal auditor can assist manage- 
ment in the performance of its duties 
by observing opportunities for increas- 
ing the company’s profits. This is the 
phase of the internal audit program, 
which, when accepted by management, 
will produce tangible results. It like- 
wise is the phase which causes most 
auditors to stub their toes. It must be 
borne in mind that the success of the 
auditor is directly tied to the success 
of the company. He is a company man. 
He therefore has an incentive to help 
increase the company’s profits. In many 
cases, the person doing the day-to-day 
job gets to a place where he accepts 
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present practice as being satisfactory, 
and fails to give consideration to changed 
conditions. It is the fresh, unbiased 
viewpoint that the auditor can provide. 
In the performance of his work he be- 
comes familiar with the problems of 
management, and is constantly trying 
to assist in the solution of them. He 
becomes familiar with the company’s 
operations, procedures, plants, facili- 
ies, and personnel. He can through 
this knowledge and training appraise 
certain facts and conditions. During the 
course of his audit, he will from time to 
time observe opportunities for increas- 
ing the company’s profits. For example, 
he may see losses actually occurring 
but which are not reflected in the re- 
ports in such a manner as to bring them 
constantly to the attention of manage- 
ment. He may see obsolescence of ma- 
terials or facilities which may be buried 
in inventory price adjustments or in de- 
preciation, whereas, if adequate controls 

accounting techniques were pro- 
vided, such items would be reflected 
separately in the reports. He may see 
items which should be deductions from 
sales, but instead are netted down into 
one figure. Maybe expenses of the com- 
pany are buried by charging them to an 
improper account. For example, engi- 
neering expenses may be charged direct 
to construction ; overruns of appropria- 
tions may be charged to operations; 
egal expenses may be charged direct 
o receivables; interest may not be ac- 
crued as earned and as a result not 
collected; rents may not be collected; 
bad debts may be written off in the form 
of allowances to customers; sales taxes 

transportation taxes may be ab- 
sorbed and the absorption buried in 
gross profit. The audit program must 
also consider the possibility of contin- 
gent liabilities for which provision 
should be made. 
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In some companies, all members of 
management do not readily accept this 
part of the audit program. At this point, 
I believe it is well to direct a comment 
to the internal auditor. He must never 
lose sight of the fact that his approach 
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to auditing must be harmonious with 
management’s viewpoints. The auditor 
must realize that his approach should 
be one of cooperation and helpfulness 
and not that of acritic. In order for the 
internal auditor to render the greatest 
service to management, he must con- 
stantly sell his program to them. As has 
been previously said by some one, “The 
proof of the pudding is in the eating.” 
It has been the experience of most in- 
ternal auditors that the best and surest 
way of selling management on the bene- 
fits to be derived from an internal audit 
program is by producing results. In 
most cases, if the auditor can show con- 
crete results, this feature of his pro- 
gram will be supported by manage- 


ment. It will assure management that 
it is getting dividends over and 


above the usual expected results of an 
internal audit staff. It is not intended 
to be used as the measuring stick of 
the success of an internal audit pro- 
gram. We cannot ever overlook the 
fact that auditing is basically preven- 
tive. It is to stop losses before they 
occur. This feature of auditing work 
cannot be directly measured, and it rep- 
resents the largest portion of the in- 
ternal auditor’s program. 


In order to get the maximum bene- 
fits from this type of an overall audit 
program, it is necessary to establish a 
training program for the staff person- 
nel. The auditor must be familiar with 
all policies and procedures. He must 
be acquainted with the various phases 
of operations. He must understand the 
basic rules of internal control as they 
apply to methods and procedures. The 
auditor must be well trained in the 
basic principles of auditing. In order 
for him to serve management to the full 
extent, he must be able to differentiate 
between important and relatively unim- 
portant items. The problems of top 
management are too great for them to 
spend time on relatively unimportant 
items. The auditor should recognize 
the fact that top management performs 
its duties under the theory of manage- 
ment by exception. To the extent pos- 
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sible, the auditor should attempt to get 
the corrective action taken that will 
eliminate the unsatisfactory conditions. 
This corrective action should be taken 
at the level of management authorized 
to take the necessary action. Only 
those items not closed by the action 
taken are to be directed to top manage- 
ment for correction. These latter cases 
should be in the minority. The internal 
auditor's job does not end with bring- 
ing the conditions to the attention of 
management. His greatest service is in 
recommending the corrective action to 
be taken and following up to see that 
the action is taken. In all cases, recog- 
nition must be given to the fact that the 
value management receives for the 
money spent for internal auditing is 
the correction taken by management on 
unsatisfactory conditions reported by 
the auditor. 


Conclusion 


In developing an audit program we 
must realize that all functions of a com- 
pany cannot be covered in the course 
of a year. The number of auditors on 
our staffs will determine the extent of 
the annua! coverage that will be 
achieved. It is therefore necessary to 
schedule the program so that the more 
important items will be covered in the 
current year’s reviews. It is suggested 
that the head of the internal audit 
group prepare such a program yearly 
and discuss it with management. He 
should point out those items which will 
and those which will not be covered in 
the current program. In this way man- 
agement will not be lulled into a feeling 
of false security that all items will be 
currently audited. Further, it will assist 
management in determining the num- 
ber of positions necessary in an internal 
audit group to produce the most eco- 
nomical results. 

As you can well understand, our de- 
tail work programs will cover one, two, 
or more of the above objectives. Each 
audit work program has to be custom- 
tailored, in most cases, in order to fit 
the particular business, plant, or loca- 
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tion. It must be expanded or con- 
tracted to fit the occasion. It must be 
realized by all internal auditors that the 
overall program established to reach 
the above described objectives is new. 
It is merely in its infancy. Many in- 
ternal audit staffs have gone far in this 
new approach and some have made lit- 
tle advancement to date. Regardless of 
what particular spot your program has 
reached, it probably can be improved. 
In order for the best results to be ob- 
tained, the internal audit program must 
constantly be reviewed, revised, and 
reappraised in the light of new experi- 
ences. There are few landmarks ahead 
of us in the internal audit field. This 
type of program is a challenge to the 
imagination of the auditor. In most 
cases, you will find that the only limita- 
tions in developing an internal audit 
program will be the limitations of the 
internal audit staff itself. Knowledge 
of the business, knowledge of company 
policy, and experience in.the use of the 
broader aspects of internal auditing will 
go far in improving the program. Or- 
ganizations such as the Institute will 
help considerably. They give one an 
opportunity to exchange and discuss 
ideas with others in the same field. Un- 
doubtedly, through such associations, 
frank discussions and exchanges of ex- 
periences, much will be gained which 
will improve our programs. Experi- 
ence is said to be the best teacher. Let 
us take advantage of this teacher con- 
tinuously to improve our internal audit 
programs in order to realize our objec- 
tives more completely. These improve- 
ments will come only through diligent 
reappraisals and revisions of our pro- 
grams. Through these means, manage- 
ment will receive better results and 
will recognize additional opportunities 
for the more effective use of internal 
auditing. Management has broadened 
the internal auditor’s horizons and it is 
the auditor’s responsibility to take ad- 
vantage of the opportunities presented 
in order to realize the true value to be 
obtained from a dynamic internal audit 
program. 
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Types of Internal Auditing— 
Past, Present and Future 


By Earte H. CunninGuaM, C.P.A. 


Introduction 
: ie progress of internal auditing 


during the past few years has been 
so rapid that its present status is 
somewhat “spotty.” Its utilization by 
management, the qualifications of prac- 
tioners, and the level of execution are 
by no means of a uniform pattern. The 
general advancement made has not 
been entirely ‘‘across the board.” There 
are a few companies who still are 
operating their internal auditing de- 
partments on the standards of a genera- 
tion ago. Then there is the large 
majority who have kept their internal 
auditing departments on a par with 
current concepts. Another small seg- 
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ment has developed its utilization of 
internal auditing to a standard that 
might be considered somewhat in ad- 
vance of the generally accepted stand- 
ards of the present era. 

Giving consideration to these facts, 
I feel that a brief review of the develop- 
ment of internal auditing should prove 
beneficial to all of us. 

Evolution of Internal Auditing 

Internal auditing of the “Past” was 
an entirely different type of activity 
from internal auditing as we know it 
today. In fact, measured by current 
concepts, I doubt if we would recognize 
it as internal auditing. It was more 
in the nature of a clerical or policing 
function and did not require much 
more ability than a superior skill in 
mathematics, and a keen suspicious 
nature such as might be possessed by 
a “Conan Doyle” character. 

Auditing is largely a matter of con- 
cepts; and concepts change with time. 
Considering auditing in the light of 
present day concepts, we can trace it 
back only a few years, but giving the 
term a very liberal definition we can 
trace it back to the Middle Ages. How- 
ever, reference to auditing in those 
early periods was generally in respect 
to government accounting and fiduciary 
affairs. 

They say, “Necessity is the mother of 
invention.” It appears that internal 
auditing as developed by business is the 
result of a necessity. In the early period 
of business development, most enter- 
prises were comparatively small units, 
and were closely managed and super- 
vised by the owners. The proprietors 
or their representatives lived very close 
to the “firing line” and participated in 
the majority of the day-to-day trans- 
actions; they were able personally to 
exercise most of the controls necessary 
to insure effective operation. Neverthe- 
less, the accounting and record keeping 
was largely a hand operation, per- 
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formed by employees with little more 
than clerical qualifications ; and the sys- 
tems of internal contro! and internal 
check were of an elementary character. 
As a result errors were a common oc- 
currence and misappropriations were 
comparatively easy. 

This condition developed the need for 
someone of more than ordinary skill 
to follow along behind the constructive 
accounting to ferret out the many 
clerical errors and to detect any mis- 
appropriation of assets. This simple 
activity of policing company values 
and clerical routines was termed In- 
ternal Auditing. It was “necessities” 
of this nature that were responsible 
for its birth. 

Understanding the character of in- 
ternal auditing as practiced in this early 
period, we can better appreciate the 
simple definitions appearing in our 
older reference books, and why em- 
phasis was placed on the detection and 
prevention of errors and fraud. 

The character of the work required, 
the way it was performed, the type of 
person employed, and the philosophies 
of the time, were no doubt responsible 
for Elbert Hubbard's definition of an 
Internal Auditor. While the type of 
auditor depicted by Mr. Hubbard is 
not a common species today, we still 
have a sufficient number, in modified 
form, to keep his definition in current 
circulation. 

As I have indicated, internal auditing 
in its early history was largely a clerical 
routine with narrow objectives, and was 
principally a policing activity. In a 
way this was about all that was re- 
quired, since the complexities of man- 
agement and administration were com- 
paratively few. With the introduction 
and development of the corporate sys- 
tem, business enterprises grew in size 
and complexities to the point where 
“owner” administration was impos- 
sible or ineffective. The owners or 
proprietors could no longer exercise 
that direct and personal control that 
was possible in the small business 
unit operated as a sole proprietorship 
or small partnership. 

With the growth of the corporate 
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system came the introduction of ac- 
counting and office machines, improved 
and intricate accounting systems, per- 
fected systems of internal check and 
the employment of more skillful em- 
plovees. These developments caused 
radical changes in audit requirements 
and a demand for a higher standard of 
practice on the part of the auditor. 

While internal auditing has enjoyed 
a steady advancement during the last 
twenty-five or thirty years, I feel that 
the progress made since the organiza- 
tion of The Institute of Internal Audi- 
tors has been greater than in any previ- 
ous period of its history. 

The Institute, working through its 
conferences, its publications and the 
individual Chapters, has developed a 
degree of internal auditing conscious- 
ness that never before existed. The 
scope of usefulness has been substan- 
tially broadened, the standard of prac- 
tice considerably elevated, and prin- 
ciples and procedures have been crystal- 
ized in common understanding. Further 
progress is being made through the 
instrumentality of the Research and the 
Educational Committees ; and while we 
have just cause for feeling pleased with 
our accomplishments, we still have 
much to do in consolidating and refin- 
ing the gains made, and completing the 
projects in process. 

One of the outstanding accomplish- 
ments of The Institute has been the 
formulation of an official and authorita- 
tive definition of Internal Auditing. and 
a defining of the responsibilities of the 
Internal Auditor. 

Prior to the publication of Brink’s 
book on internal auditing in 1941, we 
had no comprehensive and authorita- 
tive reference book on this subject. The 
definitions appearing in most of the 
accounting and auditing literature were 
not clear-cut and positive in character: 
they were so general or limited that 
they did not truly define internal audit- 
ing; and they frequently treated in- 
ternal audit as a part of or a comple- 
ment to the svstem of internal check. 

The Institute’s formal Statement— 

(a) defining internal auditing, 
(b) stating its objectives, and 
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(c) clarifying the internal audi- 
tor’s responsibilities — 
has provided a sort of Magna Charta 
for the Internal Auditor. It is the 
first time in the history of our profes- 
sion that we have had an authoritative 
locument that we could point to when 
someone asked us for a definition of in- 
ternal auditing, inquired concerning its 
objectives, or sought information in 
respect to the auditor’s responsibilities. 
It creates a yardstick for the Internal 
Auditor to use in regulating and meas- 
uring his own standard of practice; 
it puts management on notice as to the 
quality of service it should receive :; and 
it provides educational institutions with 
the fundamental information necessary 
to the formulation of appropriate 
courses for training the internal auditor. 
It summarizes clearly and comprehen- 
sively the functions of internal auditing 
when organized as a tool of manage- 
ment; a concept that is receiving in- 
creasing recognition. 
Tools of Management 
Today, the administrative problems 
of business are so numerous and com- 
plex that top management can no 
longer personally control, direct and 
supervise the multiplicity of activities 
‘ommon to the modern enterprise. 
Xesponsibilities have to be delegated 
and redelegated to a far greater extent 
than heretofore has been necessary. 
As a consequence, management has 
been forced to establish a system of con- 
trols to insure a proper administration 
t functions delegated, the accurate ac- 
cumulation of management information. 
the adherence to prescribed policies and 
procedures, the compliance with gov- 
unent regulations, the conservation 
values, and the faithful performance 
nany other analogous services in- 
cidental or necessary to the effective 
nd successful operation of the com- 
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The number of individual controls 

making up such a system will vary, 

laturally, with the type and size of the 

pany, and the requirements of man- 

ement. As an example. we have: 
1. Budgetary control 
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Cost control 
Production control 
Cash control 
Internal check 
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6. Internal auditing 
7. Many others of a similar 


nature. 


Each type of control has its own im- 
portant part to play in the general 
scheme of management; and most of 
them interlock with the general pattern 
of operations to such an extent that 
they become essential factors to the 
process of doing business. 

While internal auditing is one of the 
several controls maintained to serve 
management, it differs from most of 
the other types of control, in that it 
forms no part of the action phase of 
business. It supplements rather than 
complements the other controls. While 
it is part and parcel of the system of 
internal control, it is not in any sense a 
part of the system of internal check. 

In addition to functioning as a type 
of control for measuring and evaluating 
the effectiveness of other controls, in- 
ternal auditing acts as a service agency 
for keeping management posted on the 
state of business by bringing to man- 
agement’s attention all material facts 
necessary to the successful conduct of 
the business, that might not otherwise 
receive consideration. 

As pointed out in The Institute’s for- 
mal statement on “The Responsibilities 
of the Internal Auditor,” the objectives 
of internal auditing may be classified 
under two general headings; those 
which are— 


1. Essentially protective 
2. Essentially constructive 


The protective objectives com- 
prehend the policing of— 
Company policies 
Accounting procedures 
Systems of internal check 
Care and storage of records 
Care and storage of company 
values 
6. Operating activities 
7. Many other analogous func- 
tions 


Wt Whe 


August 





—- ip 


a ian ae Wi ona 


a5 =~ &f& won 4 


am we AS 


a paw i a 


a ae 


ar 








Types of Internal Auditing — Past, Present and Future 


While some managements have been 
slow in recognizing the full utility of 
internal auditing and its value as a 
tool of management, most of the larger 
progressive companies are placing in- 
creasing emphasis on those objectives 
which are essentially constructive. 

Organizational Types of Internal 

Auditing 

There are four organizational types 
of internal auditing, and a failure to rec- 
ognize this fact is, perhaps, the prin- 
cipal reason for the lack of common 
understanding that frequently exists 
when people are discussing internal 
auditing. The objectives, scope of audit, 
and required standard of practice differ 
materially with each type. The four 
types are— 

1. Proprietorship Internal Audit- 
ing 
Management Internal Auditing 
Staff Internal Auditing 
Department Internal Auditing 


+ wh 


When the Internal Auditor is ap- 
pointed by, and reports to, the owner 
of a sole proprietorship, the partners 
of a partnership, or the directors of a 
corpor ation (or the stockholders), and 
is completely independent of all other 
management personnel, he is termed a 
Proprietorship Internal Auditor. His 
scope of activities is generally very 
broad and he is highly concerned with 
operating and management functions 
and their effectiveness. 

Ii the Internal Auditor is appointed 
by the President, the Executive Vice- 
President, the Administrative or Ex- 
ecutive Committee of a corporation, or 
other management authority of a sim- 
ilar level, and he is independent of all 
other personnel below this strata, he is 


termed a Management Internal Audi- 
tor. Usually his duties and responsibil- 
ities will not differ materially from 


those of the Proprietorship tvpe. How- 
ever, he is a representative of top man- 
agement and not of proprietorship. 

In those cases where the Internal 
Auditor is appointed by a Vice-Presi- 
dent in Charge of Finance, the Treas- 
urer, the Controller, or by some other 
staff head of relative rank, he is said to 
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be a Staff Internal Auditor. As such, 
he has no authority to function outside 
of the Staff Head’s area of responsibil- 
ity, except as his staff head may ar- 
range with other staff managers. In 
addition, the auditor is subject to the 
instructions, policies and dictates of 
his staff head. Generally he lacks the 
full independence and freedom of action 
enjoyed by a Proprietorship or a Man- 
agement auditor. 

When a department of a staff or some 
other minor operating activity appoints 
an internal auditor to serve within the 
limits of that activity’s responsibility, 
the auditor is termed a Department In- 
ternal Auditor. Examples of this type 
would be— 

Disbursement auditor 
Pay roll auditor 

Accounts payable auditor 
Construction auditor 
Branch auditor 

Others of a similar nature 


In respect to this type of internal 
auditing one must carefully distinguish 
between those department activities that 
are truly of an auditing nature and those 
activities that are merely a part of the 
system of internal check. We must 
make a clear distinction between In- 
ternal Check and Internal Audit. In- 
ternal Check is a concrol designed to 
function as an integral part of the 
accounting system while Internal Audit 
is a type of control created to function 
independently of accounting routines 
and procedures. 

Internal auditing is a term that has 
been very loosely used, and has been 
applied to all types of verification work 
from simple clerical routines up the 
scale to the performance of complex 
assignments comparable to those of the 
public accountant. Consequently when 
we deal with this term we must be 
conscious of its wide connotations, and 
appreciate the need for clarification as 
to specific type. 

In the absence of qualifications to 
the contrary, the term Internal Audit- 
ing is generally understood to refer to 
the Staff or Management type, and to 
comprehend both Protective and Con- 
structive objectives. 
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To Whom Should the Internal 
Auditor Report? 

They say it is a good policy to “let 
sleeping dogs lie.’” While I should per- 
haps heed the wisdom of this old 
aphorism, I hope you will bear with 
me while I “drag an ancient skeleton 
out of the closet” ; one that has probably 
caused more controversy among the 
members of The Institute than any 
other subject. I want to remark briefly 
upon that threadbare, age-old ques- 
tion — “To whom should the auditor 
report ae 

As some of you may vividly recall, 
there are certain groups who firmly in- 
sist that the internal auditor should 
report to the directors of a corporation 
or the owners of a business. Then there 
are others who are equally adamant in 
their convictions that the internal 
auditor should report to the President, 
executive Vice-President, or the 
Executive or Administrative Commit- 
tee. The third faction of the eternal 
triangle can see no serious objection 
to having the Internal Auditor report 
to the Controller, Treasurer or other 
staff officer of relative rank. 

I do noi propose to disagree with 
any of these professional brethren; I 
agree with all of them. 

If the internal auditing department 
is organized at the proprietorship level, 
then the auditor should report to the 
Board of Directars, the Stockholders 
of a corporation, the partners of a part- 
nership or the proprietor of a sole 
ownership business. 

lf the internal auditing department 
is organized at the management level. 
then the auditor should report to the 
President, Executive Vice-President or 
the governing committee of manage- 
ment. 

If the auditing department is organ- 
ized at the staff level, then the auditor 
should report to the staff head, be he 
a Controller, Treasurer, or other of- 
ficer of relative rank. 

Regardless of what we as individuals, 
or as an organized group, may feel is 
the proper level of organization for an 
internal auditing department, we must 
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face the fact that we do have four 
levels, and so long as management 
exercises its prerogative to select the 
level that seems to suit its purpose best, 
we must accept such determination and 
work in accord with the level of or- 
ganization with which we are associated. 

Regardless of the level at which the 
auditing function may be organized, in- 
dependence oi the auditor is essential 
to effective operation. He must not 
only have complete independence of all 
personnel below the rank of his re- 
porting authority, but he must have 
the full confidence and support of his 
principal; and his reports must be ac- 
corded serious consideration and eftec- 
tive follow-up. 

[ feel it is very important for us to 
understand and recognize the four 
levels at which internal auditing may be 
organized. By doing so we can better 
understand our many little differences 
of opinion, and thus be able to come 
to a more common understanding. 


Functional Types of Internal 
Auditing 
In considering internal auditing, we 
not only have to recognize its organiza- 
tional level but also its functional type. 
The objectives, scope of work, audit 
technique, style of reporting, and other 
details of operations will vary consider- 
ably with each functional type of audit- 
ing. The more common types are as 
follows: 
1. Continuous audits 
2. Feature audits 
3. Periodic audits 


Continuous audits may be class- 
ified as: 
a. Pre-audits 
b. Post-audits 


Continuous audits of the pre-audit 
type are generally employed when it is 
desired to have all transactions indepen- 
dently verified before finalization. This 
form of auditing is performed largely by 
Department Internal Auditors, such as 
Disbursement Auditors, Accounts Pay- 
able Auditors and Pay Roll Auditors. 
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Types of Internal Auditing — Past, Present and Future 


Continuous audits of the post-audit 
type differ only in respect to time of 
performance; the audit is usually car- 
ried out at the auditor's convenience 
following consummation of the trans- 
action but before transfer of the related 
records to closed files. 

Feature auditing consists of examin- 
ing one phase of the program at a time; 
such as cash receipts, pay rolls, plant 
accounts, et cetera. The program is so 
arranged that all features will be cov- 
ered at least once each year, and some 
will be serviced two or more times de- 
pending upon requirements. This 
method is employed largely by resident 
Internal Auditors. 

Contrasted to the feature auditing 
procedure just explained, the periodic 
audit covers all features for a definite 
period, at one time; this may be quar- 
terlv, semi-annually, yearly, or at ir- 
regular intervals. 

Periodic audits are generally applied 

when a company maintains operating 
and accounting activities at more than 
one location. Generally speaking, resi- 
dent auditors perform feature audits 
while traveling auditors make periodic 
examinations, 
_ When the continuous type of audit- 
ing is used, reports are usually ren- 
dered on a monthly basis ; however, the 
irequency of reports should conform to 
Management's requirements. 

When the auditor is following a fea- 
ture audit program, he should render 
his report upon completion of each 
major feature or group of related fea- 
tures. If his work schedule calls for 
periodic examinations, then his report 
should be submitted promptly upon 
completion of his assignment. 

The tvpe of auditing to be employed 
depends entirely upon organizational 
set-up and objectives to be accom- 
plished. Internal audit systems do not 
come in stock patterns ; they have to be 
tailor-made if they are to be effective 
service agencies. 

Whenever two or more people get 
together for a discussion of internal 
auditing, it is essential that they first 
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define the organizational and functional 
types they have in mind in order that 
they may proceed from a common 
viewpoint. 


Future of Internal Auditing 


Contemporary writings, conferences, 
and our daily experiences give us a 
graphic picture of what current inter- 
nal auditing comprehends. History 
provides us with a fairly clear concep- 
tion of what internal auditing has been 
in the past. But speculation, prophecy, 
and trends of the times are the only 
agencies that we have for determining 
the future of internal auditing. 


Reflecting on the progress of com- 
parable professions, I feel we have 
every reason for being optimistic. In 
studying the development of business, 
we find that in early history, the head 
of the accounting department was the 
Chief Accountant. He matured into a 
Controller, and today the Controller is 
generally a member of the management 
family. 

The clerical work of costing devel- 
oped to the status of a department 
headed by a cost accountant; and now 
we have the Cost Executive, who in 
many cases is a member of the manage- 
ment group. The Director of Taxes, 
General Counsel, and many others who 
formerly were outside of the manage- 
ment cabinet, are now actively a part 
of top management. 


Whether or not the Internal Auditor 
develops executive stature is a matter 
that rests entirely in his own hands. If 
he will broaden his knowledge of busi- 
ness, shed his clerical mantle, assume a 
management perspective, and render a 
genuine, constructive service to his com- 
pany, he will gradually move to man- 
agement status. While protective serv- 
ices will always be a basic function of 
the internal auditor, the future is going 
to emphasize more and more the im- 
portance of internal auditing as a tool 
of management; and as such it must be 
qualified to render constructive services 
of a high standard. 
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Reappraisal of the System of 
Internal Control 


Sales and Other Dispositions of Company Assets 


By Joun W. QuEENAN, C.P.A. 


R EAPPRAISAL of the system of inter- 
nal control might well begin with 
a review of what is meant by internal 
control. In its broadest aspect, internal 
control is an organized routine of 
duties, records, and physical handling 
of assets whereby the work of one in- 
dividual (or group of individuals) con- 
stitutes an independent check on the 
work of another individual (or group), 
whether such work involves accounting 
for assets, or for the proceeds of the sale 
of those assets, or whether it concerns 
an accounting computation, or even a 
manufacturing operation such as ma- 
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chining a part, as to which the inde- 
pendent check is exercised by an inspec- 
tion department. Even in its narrow 
sense, in relation to accounting, it in- 
volves many phases. When we speak of 
a system of internal control, we have in 
mind not only that the duties are as- 
signed so that the record-keeper has no 
access to the assets to be accounted for, 
but also that the records kept are ade- 
quate to provide accountability there- 
for, and that the assets themselves are 
physically controlled in such manner as 
to make misappropriation or other loss 
difficult or unlikely. No one phase will 
produce satisfactory results without co- 
ordination with, and effective applica- 
tion of, the other phases. 


Requirements for Internal Control 


It should be obvious that any system, 
although otherwise ideally organized in 
all its phases, cannot be effective unless 
it is intelligently applied. The employ- 
ees providing the various degrees of 
control must understand thoroughly 
what their duties are intended to accom- 
plish. They must be alert—capable of 
recognizing the first indications of ir- 
regularity, or of serious error. Further, 
they must be in such an independent 
position that they may take appropriate 
action when such indications appear. 

I reca!l a situation of a payroll de- 
partment where the payroll was paid in 
cash. The preparation of the payroll 
and the filling of pay envelopes were 
done by the same department. Within 
the department the duties were well 
divided, but the personnel consisted of 
young girls under the supervision of a 
domineering woman. In this case the 
employees had neither the understand- 
ing of the control function nor the free- 
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Reappraisal of System of Internal Control 


dom of action to exercise that function, 
notwithstanding the theoretical ar- 
rangement of their duties, since they 
were all under the domination of one 
individual. 

The very term “system of internal 
control” implies an organized routine 
consistently adhered to. It implies that 
procedures and duties, rather than be- 
ing casual and coincidental in their rela- 
tion wit h each other, are based upon 

lv studied and planned relation- 
hich provides maximum control 
le or no duplication of work. 
extent of the system of internal 

should be carefully weighed in 
n to the results to be accom- 

usually it is not worth while 
to spend a dollar to protect ten cents. 

\n understanding of procedures can 
perhaps best be promoted by written in- 
These have the advantage 
of keeping the various phases of their 
duties constantly before the employees 

‘e particularly valuable in instruc- 
w employees. A written plan of 
nization and a manual of account- 
edures, therefore, would appear 
to be basic to a good system of internal 





sé 












structions. 





control. 


Apparent and Actual Control 





isal of any system ¢ f internal 
] requires careful study of differ- 
ences between apparent control, as pre- 





scribed, and actual control, which may 
well be affected by the introduction of 
the human element. It is important that 
the scheme be operated in fact as 


]. Apparently minor deviations 
from the prescribed procedure may re- 
sult in rendering an otherwise good 
system ineffective, since, like a chain, a 
system of internal control is no more 
effective than its weakest element or at 
its weakest moment. Investigation 
should be made regarding the situation 
as to persons functionit ng as relief 
cashier during lunch hours, vacation, 
illness, after closing hours, etc., as to 
whether the cashier temporarily func- 
ions in other capacities or might have 
ready access to other records either dur- 
ing or outside of regular office hours. 





On the other hand, the weak link may 
be the access to cash by one of the em- 
ployees responsible for control over its 
accountability, as in the case of the 
branch auditor who habitually made the 
deposit on the days he visited certain 
branches. He abstracted currency from 
the deposit, and subsequently altered 
the branch report at the home office to 
agree with the reduced amount de- 
posited. 

Consideration of internal control 
should not exclude the duties and func- 
tions of the officers of a company. Per- 
haps the most common weakness in any 
plan of control is the tendency to con- 
fine internal checks and balances to the 
employees and to fail to apply adequate 
control to the officers. 


Control of Disposal of Assets 

Control over sales and other disposals 
of assets necessarily must be based upon 
adequate control over the assets them- 
selves. There must be such physical 
control as to make it impossible, or at 
least improbable, for assets to leave the 
premises without putting into motion 
the chain of procedures which provides 
the accounting for sale or other dis- 
posal. There also must be such account- 
ing control as to provide assurance that 
the physical control is effective and that 
all assets which should be on hand are 
in fact there. This phase of control has 
been covered by the previous speaker. 

Fraud in connection with sales or 
other disposals of assets requires access 
to the assets, or firsthand access to in- 
coming receipts, particularly currency, 
from their receipt to their disposal. The 
possibilities of concealment of fraud 
depend upon the extent of an individ- 
ual’s control over, or access to, account- 
ing records which might be manipu- 
lated. Consequently, an effective system 
of internal control over sales or other 
disposals of assets requires, first, that 
the custodian of, or employee having 
access to, a particular class of assets, 
such as inventories, have no access to 
the cash or accounts receivable arising 
from their disposal, and second, that 
none of the employees having custody 
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of, or access to, such assets has control 
over, or access to, accounting records in 
which irregularities might be concealed. 

Control over cash receipts or evi- 
dences of indebtedness arising from 
sales begins with the sales orders and 
requires a routine which is so coordi- 
nated and synchronized that upon, or 
immediately before, the release of phys- 
ical assets, a chain of procedures is set 
in motion to account for the collection 
of the consideration received, or to be 
received, 

After approval of the sales order as 
to nature, terms, and credit rating of 
the customer, it is desirable that the 
sales invoice, packing order, and ship- 
ping order be prepared bearing identical 
serial order number as a means of fa- 
cilitating correlation of shipping and 
billing. The sales order and invoice 
should be controlled by a person inde- 
pendent of the handling of cash or sal- 
able assets until the order has been 
filled and the sale has been recorded, or 
until the order has been formally can- 
celled. One copy of the packing order 
should go to the stock room as authority 
for releasing goods to the shipping 
clerk, and one copy should go to the 
accounting department as notice that 
shipping procedure has been set in mo- 
tion. Two copies of the shipping order 
should go to the shipping clerk, one 
copy of which, bearing notation of ship- 
ment made, should be returned to the 
accounting department as notice that 
the customer may be billed and the sale 
and related receivable recorded. 


Weaknesses in Control 

An example of weakness of control 
over shipments which resulted in mis- 
appropriation occurred in a company 
where all shipping documents were 
turned in to the office through the 
cashier. No other record of the ship- 
ment was kept. In certain instances, 
upon receipt of an original and one 
copy of the bill of lading, the cashier 
destroyed the duplicate and forwarded 
the original with the draft. When the 
drafts were credited by the bank, the 
cashier, having a mixed cash account, 
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abstracted a corresponding amount of 
currency. The cashier’s manipulations 
were discovered when the auditors 
found a number of checks listed on 
the deposit slips at the bank that could 
not be identified with cash receipts of 
corresponding dates as entered in the 
cash book. 

Cash irregularities involving pro- 
ceeds from the sale of goods consist 
generally of interception of receipts or 
abstraction of funds on hand after the 
collections have been merged with 
funds on hand. Control over cash re- 
ceipts concerns two phases: (1) estab- 
lishment of proper accountability, and 
(2) provision against lapse of fiduci- 
ary integrity after cash receipts have 
been recorded. 

An open shortage through intercep- 
tion of cash receipts may exist tempo- 
rarily, but it should not exist for long 
if accounting records independently 
maintained are used effectively. The 
possibility of interception of receipts 
may be minimized if collections by 
mail are listed independently by some- 
one other than the cashier who does 
not have access to the control records, 
and if over-the-counter collections are 
controlled by a cash register. One 
more or less common weakness in sys- 
tems of control is the failure to follow 
through on the independent listing by 
having someone compare the receipts 
listed or the collections registered on 
the cash register with the deposits 
made. The possibility of abstraction of 
funds can be minimized by requiring 
deposits of receipts intact daily and by 
restricting the cashier’s cash funds to 
the smallest amount consistent with 
the proper performance of his duties. 

One usually effective check against 
abstraction of receipts, particularly 
where collections are supposed to be 
deposited intact, is by independent com- 
parison of the details of deposit slips 
authenticated by the bank with the in- 
dividual entries in the cash book. Many 
shortages have been detected in this 
way. However, under present-day 
bank procedures, this check may not 
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be conclusive since many banks have 
now abandoned the practice of check- 
ing the details of deposit slips. 


Control of Cash Receipts 

Cash receipts may be classified gen- 
erally in either of two categories: (1) 
where the accountability is determin- 
able independently of the record of 
original entry, and (2) where such 
accountability is not susceptible of in- 
dependent proof. The first type may 
be illustrated by interest and dividends 
received on listed securities, as the in- 
ternal auditor or other independent 
person may readily ascertain the exact 
amount of cash which should have 
been received. The second type may 
be illustrated by the occasional sale of 
waste and scrap. 

Cash receipts from regular sales of 
product may, by proper organization 
of duties and records, be classified in 
the first category. If shipping orders, 
advices of shipment, and sales invoices 
are properly prepared and handled and 
the sales records, accounts receivable 
ledgers, and general ledger are main- 
tained by employees entirely separated 
from the handling of cash, a chain of 
procedures may be established which, 
if intelligently applied, should provide 
adequate accounting for sales and the 
resulting direct cash collections or cus- 
tomers’ indebtedness for credit sales, 
assuming, of course, that there is ade- 
quate physical control of the particular 
If, in addition, employees who 
prepare and send out periodic state- 
ments to customers, and exercise the 
credit functions (including passing on 
returns, allowances, discounts, and 
write-offs) are entirely separated from 
the handling of cash and perform their 
work intelligently, an adequate ac- 
counting for cash collected on accounts 
receivable is established. By establish- 
ing such accounting, by having bank 
accounts reconciled by persons not 
associated with the handling or dis- 
bursing of cash, by requiring an inde- 
pendent listing of cash receipts which 
is subsequently checked, and by requir- 
ing deposit of cash receipts intact, 


assets. 
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there should be little or no opportu- 
nity for concealment of interception of 
cash receipts or abstraction of cash, 
barring collusion. Furthermore, un- 
concealed cash shortages should not go 
undetected for long, unless, of course, 
the mistake is made of permitting the 
cashier to have custody of funds other 
than those for which he is accountable 
to the company. Unfortunately this 
latter condition exists too often, gen- 
erally as an accommodation to employ- 
ees’ organizations, and permits the 
cashier to cover an open shortage in 
his company funds by temporary use 
of the outside funds. 

Although the main stream of incom- 
ing cash may be derived from sales of 
merchandise, or from services per- 
formed, miscellaneous receipts may 
not necessarily be inconsequential in 
amount but may consist of proceeds 
from sales of property, sales of secu- 
rities, or substantial sales of waste or 
scrap. Even in those cases where pro- 
ceeds from disposal of assets may not 
be susceptible of independent proof, it 
is possible by proper establishment and 
organization of procedures and records 
to lend credence to the correctness of 
the proceeds accounted for. 


Control Over By-products or Scrap 


The extent of control over the pro- 
ceeds of by-products or scrap should, 
as a practical matter, be determined by 
the potential amount of such proceeds. 
If such sales represent only occasional 
transactions, involving relatively im- 
material amounts, it would be difficult 
to justify an elaborate system of con- 
trol. In any event, the system should 
provide that the salable assets be under 
adequate physical control, and that the 
employee responsible for the physical 
handling of the by-products or scrap 
should have no authority to accept pay- 
ment for sales of such material and 
should be authorized to make delivery 
only upon shipping orders issued by 
an independent employee who also has 
no access to cash. The accounting de- 
partment should be advised of the sale 
by a copy of the sales invoice prepared 
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at the time of preparing the shipping 
order. Employees responsible for han- 
dling of the assets for their sale should 
be bonded. On the other hand, where 
sales of by-products or scrap are fairly 
regular and substantial, an adequate 
system of control would include the 
maintenance of production records for 
those materials which would be the 
basis for inventory control of such ma- 
terial available for sale. 

The importance of maintaining rec- 
ords of scrap sales independently of 
the employees who arrange or collect 
for such sales, even though such an 
employee is an officer, is demonstrated 
by the following case. The treasurer of 
a power company received a check for 
$1,200 in payment for some scrapped 
material sold, the check being made out 
in favor of the corporation. He de- 
posited the check without any entry 
thereof in the cash book and then drew 
a check in the same amount to his own 
order, signed it, and had it signed by 
the president. The president’s sus- 
picions were not aroused as it was cus- 
tomary for petty cash reimbursement 
checks to be made out to the treasurer. 
The treasurer cashed the check, which 
had not been entered as a cash dis- 
bursement. This check was destroyed 
by the treasurer when it came into his 
hands the next month along with the 
other paid checks, 


Control Over Sales of Fixed Assets 
and Securities 

Control over proceeds from sale of 
fixed assets again requires primary 
control over the assets themselves and 
over shipping authorizations, as well 
as adequate records which establish ac- 
countabilitv for such assets as should 
be on hand, either in active service or 
in storerooms awaiting use, sale, or 
other disposal. Control over the sales 
procedure for major units of property 
is relatively simple because of the 
prominence of the transactions. How- 
ever, control over the sale of minor 
units of replaced machinery or equip- 
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ment requires a more organized pro- 
cedure. The backbone of such control 
is the property appropriation request, 
which should be so prepared by the 
engineering department as to indicate 
as definitely as possible the units of 
property to be retired from service and 
the estimated salvage value. But such 
information is ineffective for control 
purposes if it is not followed up by the 
accounting department as to the ulti- 
mate disposition. The system should 
also provide for prompt reports by the 
engineering department directly to the 
property record bookkeeper of prop- 
erty removed from service whether for 
immediate sale or to be held for future 
sale. The actual sales procedure 
should be much the same as that out- 
lined for sales of scrap. Where any 
considerable amount of retired fixed 
assets is held pending sale or scrapping, 
adequate control would require main- 
taining independent inventory records 
of such items. 








Control over proceeds from the sale 
of securities and negotiable instru- 
ments again depends upon proper 
physical control of, and accountability 
for, the assets. The accounting, of 
course, must be performed by someone 
other than the custodian of the secu- 
rities. The actual sales procedure may 
be safeguarded by requiring all mar- 
ketable securities to be kept in safe- 
deposit boxes subject to access by not 
less than two officers or responsible 
employees, one of whom represents the 
accounting department and reports to 
the accounting department all secu- 
rities removed by the other individual 
or individuals. It is then the duty of 
the accounting department to account 
for the disposal of such les 
through sales proceeds or other 
If securities of employees, or ot 
are held by the company in safekeep- 
ing, the control over company-owned 
securities may be materially weakened, 
unless the same independent account 
ing and physical control is maintained 
for safe-keeping securities as for com- 
pany-owned securities. 
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Requirements of System of 
Internal Control 

In connection with a reappraisal of 
a system of internal control, it is im- 
portant to bear in mind that an ade- 
quate system should not be limited to 
control over cash or salable assets. An 
effective system should also be such as 
to disclose errors in accounting which, 
although having no direct effect on 
misappropriation of cash or other as- 
sets, would have a material effect on 
the operating results of a business. For 
instance, internal transfers of material 
from stores to preduction or transfers 
of product or equipment from one 
plant to another should be controlled, 
from the accounting and physical view- 
points, in much the same manner as is 
disposal of assets to outside parties. It 
should be obvious that material or 
equipment should not move from stor- 
age to production or from plant to 
plant without authorization on requisi- 
tion or other orders, which should be 
numbered, controlled, and coordinated 
with the accounting records. It is not 
sufficient, however, to provide forms 
which are serially numbered; the sys- 
tem must also provide for systemati- 
cally accounting for all such requisi- 
tions lest some remain unrecorded. 

Accounting for production and in- 
ventories should be organized in such 
manner as to make it possible to recon- 
cile inventories determined by physical 
count with inventories shown by the 
books, and to establish from records 
kept independently of inventory cus- 
todians the credibility of the reconcil- 
ing items. 

Control of the flow of materials 
within an organization is more than a 
matter of mere bookkeeping. Without 
such control the most complete control 
iver proceeds from disposal of assets 
may be rendered ineffective. Where 
physical inventories are less than book 
inventories, it may not be possible to 
establish whether the shortage repre- 
sents a misappropriation of assets or 
an incorrect charging of assets to the 
cost of production and, consequently, 


the fiduciary control will be inconclu- 
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sive. The effectiveness of control over 
production depends to a considerable 
degree on the reliability of information 
furnished by the operating depart- 
ments with respect to quantities pro- 
duced and operations performed. In 
one instance where a physical inven- 
tory was substantially less than the 
book inventory, a detailed investigation 
developed the fact that a lack of control 
in the production records resulted in 
excess charges to the goods-in-process 
control account which were not re- 
moved by inventory disposal credits. 
The foreman of a department, in order 
to avoid disclosure of sub-standard 
operating efficiency, withheld informa- 
tion as to rework operations and scrap- 
ping of materials spoiled in processing. 


Function of Internal Auditor 

The internal auditor has a very im- 
portant dual role in relation to internal 
control. He is a part of that control 
and at the same time should be a reliable 
watchdog of the effective functioning 
of the control. Fhe internal auditor 
must not overlook the importance of 
using his tests of transactions not only 
to establish credibility of the particular 
transactions, but also to determine that 
the internal control is functioning 
properly. In performing his tests he 
cannot afford to adopt a complacent 
attitude with regard to any deficiencies 
noted. All deficiencies should be fol- 
lowed to a satisfactory conclusion, since 
they may lead either to evidence of 
fraud or at least demonstrate a weaken- 
ing control which requires strengthen- 
ing. Intelligent tests of transactions 
with a thorough follow-up of exceptions 
will usually be more effective than a 
complete, detailed check of transactions, 
which may in fact become such a mat- 
ter of routine procedure as to be re- 
garded as drudgery, leading to dulled 
perception and eventual complacency. 

The principle of tests, however. 
should be limited to the transactions 
or periods to be covered, and should 
not result in limiting or omitting es- 
sential portions of audit procedures ap- 
plied to particular transactions or peri- 
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ods. The importance of following audit 
procedures to a conclusion is illustrated 
in a case where an embezzlement was 


well concealed for many years, but 
might have been detected at various 
times if the auditors had not stopped 


short of obtaining a complete reconcile- 
ment of the bank account. Usually the 
defaulter provided for concealment be- 
fore actually creating the shortage, and 
in order to conceai the resulting tem- 
porary overage showed as outstanding 
certain checks which had in fact actual- 
lv been paid. The cash book did not 
show the names of the payees of the 
checks but showed the account to be 


charged. The names of the payees on 
the checks were shown in the ledger. 


The auditor reviewing the bank rec- 
oncilements apparently did not look 
beyond the cash book to identify the 
payees of the outstanding checks, for if 
he had he would have found on several 
occasions that the outstanding checks 
included one or more payable to the 
bank on which drawn and which had 
been issued two or more weeks prior 
to the reconcilement date. Investiga- 
tion would have disclosed that the 
checks were not in fact outstanding and 
persistence in investigating the reason 
for fictitious outstanding checks would 
have undoubtedly disclosed the short- 
age concealed in the accounts. 


Reappraisal of Audit Staff 

In view of the vital role of the in- 
ternal auditor and his staff in relation 
to internal control, the reappraisal must 
also extend to the internal audit staff 
itself. The functions of the internal 
auditor are many, all of which require 
men of judgment and ability who are 
aware of their responsibilities and op- 
portunities for rendering constructive 
service. Internal auditors are not meet- 
ing their responsibilities or taking full 
advantage of their opportunities if their 
work is confined to routine detail check- 
ing. The internal! auditor is potentially 
a very valuable “right arm” of man- 
agement. But to attain his full poten- 
tiality he must approach his work with 
an alert mind and imagination and must 
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direct his work towards the proper func- 
tioning of the company’s operations 
broadly rather than burying himself 
in minor details. I do not mean to say 
that the internal auditor must not con- 
cern himself with detail transactions, 
but rather that such work must be 
placed in its proper perspective as sub- 
stantiation for the overall pattern of 
transactions. One of the more impor- 
tant functions of the internal auditor 
should be his constant vigilance as to 
the proper functioning of the system 
of internal control. Effective surveil- 
lance of the actual operation of the 
system requires internal auditors who 
are capable accountants and alert to 
the possibilities of loopholes in the sys- 
tem. It requires more than that, how- 
ever. For practical effectiveness the 
internal auditor must be in a position 
of independence with respect to the 
individuals whose functions he is 
responsible for surveying, having in 
mind that adequate control should ap- 
ply to officers as well as employees. He 
should be in the position of reporting 
to an officer who 1s not responsible for 
the custody of assets, and who has 
the authority to correct deficiencies ex- 
isting in the internal control structure. 


Conclusion 

It has not been possible in the brief 
period of this discussion to cover all 
phases of internal control over pro- 
ceeds from sale or other disposals of 
assets. At best it has been possible 
only to mention some, although by no 
means all, of the points which should 
be considered in surveying such in- 
ternal control. Reappraisal of the sys- 
tem is important at the present time 
when perhaps many of the dislocations 
during the war years have not been 
completely adjusted. However, such 
reappraisal is not something which 
should be made every few years and 
then forgotten. Constant attention is 
required. Such attention is well worth 
the effort since effective internal control 
is essential to efficient management 0! 
present-day business with its wide- 
spread and complicated operations. 
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Conducted by BENJAMIN Harrow, C.P.A. 


New York City Sales Tax— 

F.O.B. Shipments 

In the case of Fifth Ave. Building 
Company v. Joseph, decided by the 
Court of Appeals on April 22, 1948, 
the issue was presented as to whether 
a sales tax was due to the City of New 
York on the sale of coal shipped F.O.B. 
West Virginia mines. The petitioner 
purchased coal under contracts nego- 
tiated and executed in the City of 
New York. The contract was accepted 
in New York. The coal was shipped 
to the petitioner at a pier in New York 
City at which point the petitioner 
through its truckmen took the coal, all 
of which was for use in its building. 
Invoices were rendered from the New 
York City office of the seller and pay- 
ment was made at that office. The 
court had no trouble in holding the 
transactions subject to the local sales tax. 

There was a second issue: Could the 
citv collect the tax from the buyer if 
the seller had already paid the tax ? The 
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city has a right to proceed against the 
purchaser if the tax had not previously 
been collected by the seller and been paid 
to the city. The sales tax law pro- 
vides penalties for wilful failure to 
collect the tax from the purchaser, or 
for wilful failure to charge the tax 
separately from the selling price. Only 
if no tax has been paid is the city en- 
abled to proceed directly against the 
purchaser. The seller may not himself 
absorb the tax. 


Doing Business in New York 


A foreign corporation must obtain a 
certificate of authority to do business in 
New York. Its failure to do so may be 
utilized by a defendant to prevent it 
from suing in a New York Court. A 
number of Supreme Court decisions 
had held that this prohibition against 
maintaining any action upon a con- 
tract applied to an arbitration proceed- 
ing. (In re Vanguard Films, Inc. et al., 
188 Misc. 796; Application of Levys, 
73 N.Y.S., (2d) 801) The Court of 
Appeals has just held that this prohibi- 
tion against instituting proceedings in 
New York is not applicable to arbitra- 
tion proceedings. The decision af- 
firmed without opinion an appeliate 
court opinion which had reversed a 
Supreme Court decision. (Tugee Laces, 
Inc.v. Mary Muffet, Inc., April 22,1948) 

It should be noted that even if the 
foreign corporation may not bring an 
action under Section 218 of the General 
Corporation Law, it is still subject to 
franchise tax in New York, 


Franchise Tax—Average 

Fair Market Value 

One of the alternative bases for 
measuring the tax is total business and 
investment capital and the rate is one 
mill on each dollar. Total business and 
investment capital is valued at average 
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fair market values for the period cov- 
ered by the report of all the assets of 

poration less liabilities matur- 
ing in one year or less. 


the c li 
Se hedule C on Form 3 CT consists of 
1¢ balance sheet of the corporation at 
the paca ng and end of the vear, 
shown at t book values. A third column 
is used for the computation of capital 


ind is headed ‘Average Fair Market 
Value’. It is the intention of the law 
under the one mill basis to tax capital 


l € 
m the basis of fair market values. These 
values are not necessarily the same as 
ook values. Where fair market values 
are greater than book values the tax 
is greater and where such values are 
resulting tax is less. Where the 
determined on the basis 
of business and investment capital it 
is thus as important for the taxpaver 
as tor the Tax Commission that the 
proper values be used. One of our mem- 
ers would like to know if there is 
objection to using only book values 
levelops that the tax will be com- 
puted on entire net income and the ‘net 
worth basis’ (sic) has no chance to 
apply. While this is not a compliance 
with the law it is our opinion that the 
tax commission would not object under 
tances mentioned. If there 
were any possibility that the one mill 
tax might apply, the Commission 
uld probably insist upon the use of 
irket values computed in ac- 
cordance with the law and regulations. 


is to be 





the circums 


lhe regulations give the 
nsiderable leeway in 


taxpayer 
tb] determining 

‘rage fair market values. Generally, 
they are to be computed on a quarterly 


asis 1f the usual accounting practice 
, 4) + aver - 3 . 
taxpayer permits of such com- 
no i 
m. Ihe taxpayer has the option 


using a monthly, weekly or even 
average. If from an accounting 
Ilpoint a quarterly or more fre- 
uent computation of average fair 
ket value is not convenient, the re- 
gulations permit a semi-annual or an- 








9711¢ l cay ytote + 
ial computation. In the latter case the 
egulations add a proviso that such a 
utation must not result in a 


distortion of average fair market value, 
However, the Commission may require 
a more frequent basis of averaging if 
the annual, semi-annual or quarterly 
basis does not properly reflect average 
fair market value. This the Commis- 
sion will do if there are variations in 
the amount of assets or in the value of 
any class of assets. 

A method of determining the average 
fair market value adopted by a tax- 
payer and ag a by the Tax Com- 
mission may not be changed without 
the consent of the Commission. 

Our member would like to know if 
it is permissible to forget the cents and 
use even hundreds of dollars only, in 
stating the average fair market values. 
Since the tax is one mill on each dol- 
lar the tax would not be seriously di- 
storted if that were done. It is our 
opinion, however, that the Tax Com- 
mission might not object to the omis- 
sion of the cents but would object to the 
use of even hundreds of dollars. 


Disposition of Revenues 

Collected Under Art.9A 

Under Section 54 of the State 
Finance Law franchise tax collections 
are distributed quarterly to the locali- 
ties of the state. Cities, towns and vil- 
lages are classified for this purpose as 
taxing districts. The amount distrib- 
uted is based in part upon the aggregate 
assessed valuation of the taxable real 
property located in the taxing districts. 
Schedule E of Form 3 CT calls for in- 
formation concerning the actual and 
assessed value of real property owned 
by the corporation in New York State 
and the location. This information has 
no bearing on the tax itself, but affects 
the distribution of the revenues col- 
lected under Art. 9A. Section 54 is en- 
titled ““State Assistance for the Support 

f Local Government and the Reduc- 
tion of Local Real Estate Taxes” 


Franchise Tax Return— 
Schedule J 
( Ine of our members expresses some 


annoyance over Item F which reads, 
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“Did you have any agreement, under- 
standing, or arrangement, or conduct any 
transactions, with any of your members or 
stockholders, or with any other corpora- 
tion, person or firm, having directly or 
indirectly an interest in your assets or 
business? Give details on rider.” 


Our member says practically every 
corporation has understandings, agree- 
ments, arrangements and transactions 
with its stockholders and a rider with 
details would be a full sheet or more. 
He suggests as an answer to this ques- 
tion, “Normal transactions only.” 

This question relates to Section 211 
(5) of Art. 9A which gives the Tax 
Commission the power equitably to ad- 
just the tax where such related inter- 
ests so conduct their affairs that the 
activity, business, income or capital of 
the taxpayer corporation within the 
state is improperly reflected. Under 
such circumstances the Tax Commis- 
sion under Section 211 (5) may adjust 
items of income, deductions and capital. 
It may eliminate assets in computing 
any allocation percentage. 

If transactions with related interests 
are entered into at more or less than a 
fair price, the Commission is given the 
power to include in-the entire net in- 
come of the corporation the fair profits 
which might have been derived from 
such transactions. These powers have 
received the sanction of the Supreme 
Court in a number of cases. People ex 
rel Studebaker Corp. v. Gilchrist 
(1926), 244 N. Y. 114; Palmolive Co. 
v. Conway (1930), 43 F (2d) 226; 
Buick Motor Co. v. Milwaukee (1931), 
48 F (2d) 801, cert.’ den., 284 U. S. 
655. 

It would appear to this editor that 
the answer “normal transactions only” 
is not really responsive. It is within 
the rights of the Tax Commission to 
seek information on transactions with 
related interests and the Tax Commis- 
sion should be the one to decide 
whether transactions are normal or 
whether they result in a diversion of 
profits with a resulting loss in tax. 
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Something About Liens 


The franchise tax becomes a lien 
against real and personal property ot 
the taxpayer corporation until the tax 
is paid. (Tax Law, Sec. 219) What 
happens to the lien if the corporation 
disposes of the property to a purchaser 
for value and in good faith? 

The law says that as to real property 
in such a situation the taxes shall cease 
to be a lien against the real estate so 
transferred after ten years. The fran- 
chise taxes however remain a lien 
against the proceeds of the sale in the 
hands of the corporation. There is no 
statute of limitations which may be in- 
voked in favor of the taxpayer corpora- 
tion. 

The Tax Law says nothing about 
termination of a lien against personal 
property. The State has an inchoate 
lien for franchise taxes against the per- 
sonal property of the taxpayer corpora- 
tion from the time the same becomes a 
lien under the statute and payment may 
be enforced by proper proceedings 
against the corporation if it has assets 
available to pay the same. 

However, question arises as to 
whether the State may levy upon the 
said personal property after it has been 
transferred. It is the opinion of this 
editor that if the personal property 
passes from the corporation into the 
hands of a purchaser for value and in 
good faith, the lien of the State becomes 
ineffective. 

At common law tangible property 
may be transferred by delivery, for pos- 
session is evidence of title. Assuming 
that the possessor has legal title, there 
is no restriction upon transfer or sale 
by the possessor and any grantee ob- 
tains good title. Even choses in action, 
intangibles, may be transferred orally, 
or there may be a symbolic delivery. 

Unless there has been an actual levy 
upon personal property while in the 
hands of the taxpayer corporation, the 
State has no recourse against a bona 
fide transferee. 

Franchise taxes become a debt of the 
taxpayer corporation at the time the tax 
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becomes a lien under the statute, and 
the State thereupon becomes a creditor 
ot the taxpayer, the same as any other 
creditor. 

Section 44 of the Personal Property 
[Law imposes certain restrictions upon 
the sale of personal property in bulk. 
This provision is in derogation of the 
common law, and even a purchaser for 
value may be compelled to pay the debts 
of the grantor to the extent of the value 

| the chattels received, if he does not 
comply with that section. In accordance 
with the provisions of that section, the 
State might levy against the personal 


property transferred, or hold the pur- 
chaser responsible, not for the tax as 
such, but for the debt. However, the 


State would be required to act diligently 
against the purchaser, else the Statute 
of Limitations might bar the State as 
against the purchaser. 

Section 15 of the Stock Corporation 
Law imposes certain liabilities upon of- 
icers and directors of a stock corpora- 

1 if they make a transfer of property 

the corporation without adequate 
consideration while the corporation is 
insolvent, or make transfers which 
operate as preferences, but here again 
the State, if a creditor, must act dili- 


gently or the Statute of Limitations is 
a bar. 
Section 44 of the Personal Property 
law excepts from its operation trans- 
‘rs made by receivers, under order of 
and by trustees in bank- 
While the claims of the 
State for taxes are ordinarily preferred, 
the State must make application to the 
Court to compel the receivers or 
trustees to apply the assets of an in- 
solvent corporation to the payment of 
the taxes. 

\t its inception, the lien of the State 
is in the nature of an inchoate right. 
To secure its rights, the State must 
perfect its lien by actual levy similar to 
a levy by a sheriff under an execution 
upon a judgment, and this must be ac- 


1 
l court, 


ruptcyv, etc. 


2 249 App. Div. 7 
7 F. Supp 


complished before the rights of bona 
fide purchasers accrue. 

Perfecting a lien means recording 
the claim for taxes in the taxing district 
where the taxpayer resides. This is 
done by the sheriff who dockets the 
claim just as a judgment is recorded. 
Until that moment a claim, for exam- 
ple, of the United States for income 
taxes would take priority over the 
claim of the State based only upon its 
right under an inchoate lien. That issue 
was presented in a number of cases. 

In the case of the People v. Mark M. 
Maclay & Charles E. McWilliams, 
Receivers of McWilliams Bros., Inc. 
& The United States! the court was 
asked to decide the question of the 
priority of federal taxes over state 
taxes, where the state taxes were not 
assessed until after the receivership, 
although under the New York law the 
franchise tax at that time became a lien 
in advance for the year in which it 
was due. The court held that Congress 
has power “to give priority to debts due 
to the United States, although the debts 
thereby subordinated were due to the 
People of a State.’ The court concludes 
that the statutory preference given to 
United States taxes must prevail 
against the lien of a tax not presently 
enforcible, but serving as a caveat of a 
more perfect lien to come.” 

In the matter of Lincoln Chair & 
Novelty Co.,? it was held that the claim 
of the United States for taxes against 
an insolvent estate had priority over 
the State of New York even though 
the tax had been assessed. In this case 
the tax had not yet become specific 
by levy and seizure under a warrant. 

In Gerson, Beesley & Hampton, Inc. 
v. Shubert Theatre Corp., ct al.,> the 
court held that the lien of the franchise 
tax does not become specific in New 
York until levy is made on corporate 
property by the sheriff under a warrant 
issued by the Tax Commission. Until 
this is done, the lien of the state is in- 
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choate only and a claim of the United 
States for taxes of a prior year is pre- 
ferred over the claim of the state in 
bankruptcy proceedings. There is an 
implication in the opinion that the state 
might have prevailed if its lien had 
been made specific. 

Once the lien has been perfected, the 
state may enforce its claim through a 
levy against real and personal property. 
Under general law there is a time 
limitation for the effectiveness of liens. 
There appears to be no specific pro- 
vision in the case of personal property. 
There is a time limitation of 10 years 
in the case of real estate. Under the 
tax law there is no time limitation 
against the taxpayer corporation. In 
the case of personal property the State 
must act with dispatch, or be guilty of 
laches. 

The State is in the same position as 
any creditor. It must pursue its re- 
medies within the time limitations. 
Starting with a preferred right (the 
inchoate lien) it must set up this right 
formally, that is, it must perfect its lien 
by recording and docketing it. There- 
after, it may foreclose its lien through a 
seizure and sale of property, but this it 
must do within the time limitations set 
forth in the general law and in the tax 
law. As against third persons to whom 
property has been transferred without 
any intent to evade the tax the time 
limitations are governed by general 
law. 


Priority of Claim of U. S. for 
Social Security Taxes Over 
State’s Claim for Unemployment 
Compensation Taxes 
Under Title 9 of the Social Security 
Act a taxpayer is subject to unem- 
ployment compensation taxes (federal 
excise tax). Against this tax, which is 
3% of the taxable wages paid, a tax- 
payer may take a credit up to 90% of 
the tax, if he has made contributions 
up to that amount to an approved state 
unemployment insurance fund. 
4 Decided April 19, 1948. ° 
5 [Illinois v. Campbell, 329 U. S. 362. 
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The priority issue came before the 
Supreme Court in Commonwealth of 
Mass. v. The United States.4 A debtor 
had made a common law assignment 
for the benefit of creditors. The as- 
signee had realized $1135.11 from the 
sale of assets. The United States had 
a claim under Title 9 for taxes amount- 
ing to $936.08; a claim under Title 8 
for taxes amounting to $690.05; and 
a claim for capital stock taxes amount- 
ing to $21. The Commonwealth of 
Massachusetts had a claim for unem- 
ployment insurance taxes amounting to 
$803.72. 

Because of the 90% credit the as- 
signee claimed that he had an optional 
right either to pay that amount to the 
state or to the United States, and that 
payment to the state satisfies the debt 
to the United States at least to the ex- 
ent of 90% of the debt. The specific 
statute in issue with respect to claims 
against an insolvent debtor is Section 
3466 which requires that “the debts due 
the United States shall be first satis- 
fied.” As the court put it the precise 
issue is whether the right of optional 
payment is cut off by Section 3466 when 
the debtor becomes insolvent. The 
court answered this in the affirmative. 
There was no question that the claim 
for capital stock taxes and taxes under 
Title 8 had priority. 

In an earlier case5 the insolvent’s 
assets were in the hands of a receiver 
appointed by a court and, under Sec- 
tion 602(b) of the Revenue Act of 
1943, the receiver is expressly per- 
mitted to pay the State for unemploy- 
ment insurance taxes and take credit 
up to 90% of the tax due the United 
States under Title 9. However, even 
in such a situation, the United States 
has a prior claim for 10% of the tax 
under Title 9. 

The decision states that priority un- 
der Section 3466 for debts due to the 
United States is final and conclusive 
and that this priority becomes effective 
as of the time of insolvency. No credit 
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state taxes paid may hereafter be 
laimed. Otherwise an awkward cycle 
ight be started where the insolvent 
estate after paying all Federal claims 
has a balance which is paid to 
state. Normally such payment en- 
the taxpayer to a credit on the 
federal Title 9 tax. If the federal gov- 
ernment were to refund the overpay- 
ment this would in turn be paid over to 
which would entitle the tax- 
aver to a further federal credit and 
|. This process carries on the 
le until the state claim has been paid 
ll. Under the decision in this case 
right to the 90% credit is lost 
here an insolvent’s assets are trans- 
rred for the benefit of creditors in a 
common law assignment. Four justices 
lissented from the majority opinion. 


state, 


Exemptions Under the New York 

Estate Tax 

Under Sec. 2490 of the Tax Law as 

ded, and ettective April 1, 1946, 
‘X€1 iption of $20,000 is provided for 
he amount of the net estate trans- 

‘red to and indefeasibly vested in a 

usband or wife.” An exemption of 
$35,000 each is provided for “the amount 

[ the net estate transferred to and 
ndereasthly vested in a lineal ancestor 
lescendant.”’ 

[state of Thomas J. Dowling,® a 
who died on June 25, 1946, 
his residuary estate in trust giving 
the income for life “or until 
narries.”” The trustees were also 
empowered to invade the principal 
ior her care and support. Upon the 
wife's death or remarriage the entire 
estate was to be divided equally among 

‘edent’s four children. 

Che State claimed that the 


(it ent 


s wire 


wife's 
rest was not indefeasibly vested in 
her remarriage would end her life 
state and, therefore, did not allow the 
exemption of $20,000 provided in Sec. 
2490), The Sta disallowed the 
5 each of the 


te als 


5.000 f 


exemption of § 


Surrogate’s Court, Queens County, N.Y 
m'r. v. Maresi, 156 F (2d) 1929. 


four children, for the reason that their 
interests could be defeated by the right 
of the trustees to use up the corpus for 
the care and support of the widow. The 
Surrogate upheld the State in this in- 
terpretation of Sec. 249Q, as amended. 

In the opinion the Surrogate points 
out that, prior to the amendment, the 
basis of the exemption depended upon 
whether the amount transferred to 
exempt individuals was readily ascer- 
tainable. In the prior adjudicated cases 
the present value of life estates and 
remainder interests were determined by 
the use of mortality experience tables 
and the exemptions were allowed. 
Courts accepted computations even 
where there was a power to invade the 
corpus. Estimates were accepted based 
upon the economic habits of the life 
tenant in addition to his life expectancy. 
It is interesting to note that in a federal 
tax case” a deduction of the estimated 
value of a claim against a decedent's 
estate was permitted when the claim 
consisted of payments due the widow 
until death or remarriage. The expec- 
tancy of remarriage was calculated from 
actuarial tables prepared by the Casualty 
Actuarial Society of America based 
upon American experience as to widows 
entitled to benefits under the Work- 
men’s Compensation Act. 


It should be noted that, under the 
Revenue Act of 1948, the interest of 
the widow in this case is a terminable 
interest which would not qualify as a 
marital deduction. As the case was 
decided, no exemptions were allowed 
under Sec. 2490. 


g 


In another case,® the decedent died 
prior to the 1946 amendment to Sec. 
2490 and left his property in trust for 
the benefit of his widow with a power 
to invade the corpus. The widow died 
within six months of the husband. The 
Surrogate held that the condition exist- 
ing at the time of decedent’s death is 
controlling and if it were established 


”,, L.J., April 6, 1948, p. 1266. 


° 
tate of Morris Hanft, Surrogate’s Court, Kings County, N.Y. L.J., May 3, 1948, 
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was no need to invade the 





that € t 

corpus of the trust in behalf of the 
widow, then the exemptions would be 
allowed. In making that determination 
the trustee would take into considera- 
ion the other resources, income, and 


phy 1 condition and needs of the wid- 
yw in reaching a decision as to whether 


or not principal would be invaded. 





Some Miscellaneous Estate 
Tax Items 

The proceeds of United States Sav- 
s Bonds payable to named benefici- 
includible for taxation in the 
estate, even though 
into the hands of 
It was so held in 


decedent's gross 
they co not come 


decedent's executors. 


Estate of William Weinar? 
Where a decedent’s will contains a 
provision that estate taxes are not to be 


to funds 


apportioned, that applies only 
lu ] subject to 


in the gross estate 


administration. It does not apply to 
taxes on property passing outside the 
estate. As to the latter the taxes are 
pai ] rat tbly by the beneficiaries of such 
property. It was so held in Estate of 
Francesco B. Tompkins..° Furthermore, 
the income account is chargeable for a 
ratable portion of interest charged on 
a delinquent estate tax payment. 


Tax Exempt State Bonds— 
Franchise Tax 

April 13th meeting on State 
Taxation one member asked how you 
would treat the interest paid to carry 
tax exempt Massachusetts bonds for 
hise tax purposes. For federal in- 
come tax purposes such interest is, of 
course, exempt from tax and, under a 
specific provision of the Internal Rev- 
le, interest paid to carry such 
exempt securities is not allowed as a 
deduction. Since the franchise tax is 
not a direct tax on income, such tax 
exempt interest is includible in the 
entire net income basis and the interest 
paid to carry such securities is de- 


Surrogate’s Court, N. Y. County, N.Y., 
Surrogate’s Court, N.Y. County, N.Y., 
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This is clearly indicated on Form 3 
CT where at line 33 the interest received 
on the Massachusetts bonds is recorded 
and thus added back to net income re- 
ported in the federal income tax return, 
Likewise, the interest paid would be 
taken as a deduction at line 41 with an 
explanation on a rider indicating the 
reason for the adjustment. 

Even under the New York State 
Income Tax Law, interest on Massa- 
chusetts bonds would not be exempt 
from tax. Only federal bond interest 
would be exempt from the New York 
State income tax. This is interesting 
since the implied exemption from fed- 
eral tax of interest on state bonds re- 
sults in a greater power on the part of 
one state to tax the interest on bonds 
of another state than the federal sov- 
ereignty possesses. Under the franchise 
tax law interest on all federal and state 
obligations is includible in the tax base. 


Are Commercial Artists Exempt 
From the Unincorporated 
Business Tax? 


In the June, 1948, issue of the New 
York State Tax Clinic (p. 460) we dis- 
cussed this question. Our conclusion 
implied that commercial artists were 
not one of the exempt professions, al- 
though the issue represented a border- 
line situation. One of our members has 
had an actual case with the Tax Com- 
mission involving the taxability of com- 


mercial artists. The issue was first 
raised in 1942 and involved a 1939 
assessment. At that time the Com- 


mission decided the issue in favor of 
the t tenperet. In its letter to the tax- 
payer the Commission said, 

Ree it has been concluded that your 
activities did not constitute an ‘unincorpor- 
ated business within: the purview of Sec. 

386 of the Tax Law.’ 

The sequel is also interesting. The 
Tax Commission is now attempting to 
assess the same taxpayer for the Unin- 
corporated Business Tax for the year 
1944. 


1? April 19, tp p. ga 


L.J., May 3, 1948, p. 163: 
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Conducted by WittiAM W. WERNTZ 


Personnel changes 


The Commission recently announced 
a realignment of certain of its divisional 
functions with a view to increasing its 
operating flexibility and efficiency. The 
principal changes, effective July 12th, 
are, first, the reestablishment of the 
office of General Counsel and the as- 
signment thereto of responsibilities pre- 
viously delegated to the operating divi- 
sions ; and, second, the concentration in 
the Trading and Exchange Division of 
administrative supervision of the work 
of investigation and enforcement, here- 
tofore divided between that division and 
the division of Corporate Finance. A 
greater degree ot responsibility for 
evidentiary aspects of enforcement 
work has also been delegated to the sev- 
eral regional offices. Edward Cashion, 
formerly Chief Counsel of the Corpora- 
tion Finance Division, will become the 
new Director of the Trading and Ex- 
change Division, and Roger S. Foster, 
formerly Solicitor, will assume the 
duties of General Counsel. 





WitttAm W. WeErRnvTz, formerly 
Chief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C.P.A’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
and is a member of the Connecticut 
Bar. He was formerly an instructor 
of accounting at Yale University and 
Yale Law School. He was also an 
accounting consultant to the O.P.A. 
and the Treasury Department. 

Mr. Werntz is the author of 
numerous articles which have ap- 
peared in technical accounting publi- 
cations. He is Vice-President of the 
American Accounting Association. 
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Proposed new accounting rules for 
promotional mining companies 
Since inception of the Commission, 

one of its most troublesome problems 
has been the accounting statements of 
non-ferrous mining ventures which 
have not emerged from the exploratory 
and promotional stage. The principal 
problems have been the valuation of 
unproved mine properties, the treat- 
ment of items acquired from promoters, 
and the disposition to be made of costs 
incurred in the period, often a very long 
period, of exploration and development. 
Generally speaking, moreover, at the 
time of registration, little or no proven 
ore had been discovered so that no fair 
judgment could be made as to whether 
the large promotional and exploratory 
costs would ever result in a productive 
mine operation. 

The Commission has attacked the 
problem in the past through provision 
of special forms and the elimination of 
balance sheets and income statements in 
orthodox form with the substitution 
therefor of schedules of cash costs and 
shares issued for property, of lialilities, 
and of a form of cash receipts and dis- 
bursement statement. While the present 
proposal codifies the general form of 
statements described above, it also 
breaks into much new ground by pro- 
posing rules to govern the accounting 
treatment of exploratory, promotional, 
and other pre-production costs. It is 
understood to have been developed by 
the staff of the Commission over a per- 
iod of years in close cooperation with a 
special committee of the American In- 
stitute of Accountants. 

The proposed new article 5A of 
Regulation S-X defines a promotional 
mining company for purposes of reports 
under the Securities Exchange Act as 
a company 
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t in the production stage but en- 
gaged primarily in the exploration for or 
the development of mineral deposits other 
than oil, gas or coal, if all the following 
conditions are met: 





The registrant has not been in pro- 
luction during the period of the report 
or the two years immediately prior 
thereto; except that being in produc- 
tion for an aggregate period of no 
more than eight months over the three 
year period shall not affect the use 
of the form. 

(2) Receipts from the sale of mineral 
roducts by the registrant and its sub- 
sidiaries combined have not exceeded 
$500,000 in any of the most recent six 
fiscal years and have not aggregated 
more than $1, 500, 000 in the most recent 

r fiscal years. 


In a note, the test for passage from 


lopment to a production stage is 
described as follows: 


a deve 










For the purpose of financial statements 
prepared pursuant to the instructions con- 
iined in this article a mine will be con- 
sidered to have passed from a develop- 
ment to a production stage when the 
portion of the mineral production 
ained from workings other than those 
1ed for the purpose of exploration or 
lopment or when the wl activity 
f the mine becomes the production of 
developed ore rather than the development 
oi additional ores for mining.” 











As pointed out above, the statements 
to he filed are a schedule of “assets and 
unrecovered promotional exploratory or 
development costs” with dollars ex- 
tended where cash was paid or where 
em has a fixed or objectively de- 
able value; a separate statement 
ibilities; a separate statement of 
capital shares; and a statement of cash 
receipts and disbursements. The point 
interest here is the abandonment of 
the “balanced” balance sheet in view of 

facts, first, that in such companies 
the “balance” is effected by arbitrary 
amounts set opposite “mine” on the 
asset side and “capital shares’ on the 
other and, second, that the usual role 
plaved by the surplus account is mean- 
because there will rarely have 
been any “income” of material amount 
most expenses may thus be argued 
to be purely deferred items awaiting the 


the it 












(. 1 
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production stage. This departure from 
the orthodox in statement presentation 
is of interest far beyond the limited area 
of mine accounting. It reinforces the 
statements made by Commission offi- 
cials from time to time that the Com- 
mission is interested in the development 
of novel means of presenting accounting 
data and is willing to utilize them in its 
work wherever it is satisfied that the 
presentation thus made is informative, 
useful, and not misleading. 


Special instructions have been written 
in respect of the fixed property and un- 
recovered cost section of the statement 
of assets which are worth noticing: 


“13. Property, plant and equipment—(@) 

(1) Identify separately intangible property 
and property held under lease, option, 
and lease and option agreements. 
Identify items acquired from persons 
having a material relationship to the 
registrant. Extend only the total num- 
ber of units of each class of securities, 
the amount of cash, and/or an indica- 
tion of anything else, given by the re- 
gistrant therefor. Except as stated in 
footnote (a), dollar amounts shall be 
extended only for cash transactions. 

(2) In a note state as to property held 
under lease, option, or lease and option 
agreements or purchase contracts (A) 
the nature and amount of future pay- 
ments to be made, (B) whether the 
property on default will revert to the 
seller, and (C) whether any assets 
constructed on or attached to the prop- 
erty will become the property of the 
seller on default. 


“(a) Special instructions regarding this Cap- 
tion for Mining Companies using Ar- 
ticle 5A. 

Include hereunder only depreciable mine 
plant and equipment. See Caption 13A 
tor the disposition of mine property sub- 
ject to depletion. In those situations 
where depletable mine property and de- 
preciable mine plant and equipment and 
other assets were acquired in one trans- 
action in exchange for capital stock of 
the registrant or for cash, capital stock 
or other securities of the registrant and 
any other consideration, the assets ac- 
quired such as accounts receivable, sup- 
plies, buildings, mining and mill equip- 
ment, which have a fixed or objectively 
determinable value should be valued on 
those bases. The dollar amounts assigned 
to these properties shall be extended.” 


627 











The New York Certified Public Accountant 


“13A. Mine Property— 

Set forth hereunder property usually ex- 
tinguished by depletion such as mines, min- 
ing claims, water rights, land for waste 
dumps and similar property. Such prop- 
erties should be extended at cash cost. The 
instructions set forth under Caption 13, 
Property, Plant and Equipment, including 
footnote (a) if applicable, shall also apply 
to this caption. 

“14. Unrecovered Promotion, Exploratory or 

Development Cost— 

Set forth under this cz aption unrecovered 
costs incurred in promotion, exploration or 
development. 

State separately (1) development ex- 
penses, (2) plant and equipment mainte- 
nance expenses, (3) rehabilitation expenses, 
(4) general administrative expense in- 
curred in a period when there was little 
or no actual mining and (5) other expenses. 
Do not include securities selling costs or 
those general administrative expenses in- 
curred in connection with development. 
Extend only the total number of units of 
each class of securities, the amount of 
cash and/or an indication of anything else, 
given by the registrant. Dollar amounts 
shall be extended only for cash transac- 
—_ The instructions set forth under 

ee 13, footnote (a) to Caption 13 and 

aption 13A, if appropriate, should be ap- 
olied also to any unrecovered promotion, 
exploratory or development costs incurred 
by predecessors of the registrant. 


In the schedule supporting the amount 
of unrecovered costs it is provided that 
he total at the close of the period of 
report be aged to show the amount 
thereof incurred in the past five years, 


625 


the ten years preceding such five years, 
and the remainder. Such “aging” is 
designed to distinguish in some measure 
the ‘“dead’’ mine from those in which 
current work is under way. Such total 
costs must also be divided to show sep- 
arately the principal components as de- 
scribed in the materials quoted above, 
The proposals do not require the elim- 
ination of costs, however remote in 
point of time of occurrence. It would 
appear that despite the technical and 
argumentative support that can be ad- 
vanced for indefinite retention of such 
costs, there comes a time when past 
expenditures on a still unproductive 
mine are no longer relevant to current 
consideration and that such costs 
ought to be written off and mentioned, 
if at all, only by way of footnote explan- 
ation. Much the same can be said for 
the costs of rehabilitating or developing 
a long closed shaft. On the other hand, 
there is something to be said for the dis- 
closure and aging procedure adopted by 
the proposal, and as a solution to a 
vexing practical situation it can be sup- 
ported. 





~osts 


For those interested in details, copies 
of the proposals may be secured trom 
the principal offices of the Commission. 
Comments are requested to be filed with 
the Commission on or before July 31, 


1948. 
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The Taxpert Looks at Tax Letters 
By Lewis Gtrvuick, C.P.A. 


. writer has just finished four 
days of intensive search on a tax 
matter. He has scanned or read several 
scores of publications called “‘letters’’, 


“bulletins”, or what not. They vary 
infinitely in other ways than their titles. 


Some are written in “hamburger” 
style: short, choppy phrases. Some are 
written in “spaghetti” style : long, inex- 
tricably interwoven sentences. Some 
come out weekly; some weakly. Some 


are on yellow paper and some on white. 
Some use blue ink and some use black. 
Some reach the subscriber while the 
cases are still news; some are a month 
late. 

But in one respect they are all alike. 
Every one of them is straining to find 
some tax-saving. They take a chink 
the width of a razor’s edge, and mag- 
nify it into a “loophole”. Apparently 
the part of the public that subscribes to 
these letters likes that. Else so many 
letters could not continue, and grow. 
It's probably good business to cater to 
the wishes of the people who pay. But 
the wishes are evidently too much on 
the “wishful thinking” side. 





It is a good thing to know what cases 
are decided in favor of the taxpayer. 
Maybe other taxpayers can benefit by 
it. It is even more important to know 
what cases the taxpayer loses, so that 
others do not make the same mistake. 





Lewis Giuick, C.P.A., has been a 
member of our Society since 1924. 
He is now engaged in practice in 
Long Beach, California. He is best 
known as the Shoptalker, under 
which name he has been writing 
since 1928. 
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These “letters’’ have a real place in our 
tax-burdened economy. It is the over- 
emphasis on the “saving” which we 
here deplore. 

A few months ago there was a case 
that every “service” made much of. 
In newspaper parlance, it was “page 
one stuff.” A corporation took an un- 
usually large deduction for a certain 
item; and The Tax Court said it was 
all right. A casual reader of the reports 
and comments in the “letters” could 
have easily gotten the impression that 
all taxpayers were foolish not to go 
and do likewise. A study of the case 
showed that the unusual size of the 
allowed deduction was due to unusual 
circumstances. The chances of substan- 
tially similar circumstances ever occur- 
ring in the case of any other corporation 
are ten thousand to one. The only prin- 
ciple which the case upholds is that 
which we all know anyhow: “Each de- 
duction must be justified on its own 
merits.’ 

But there was still more. Two judges 
of The Tax Court entered dissents. 
That means that the Commissioner has 

good ground for appealing the case. 
‘And it’s at least even money that if he 
does, he’ll win. Then, what are the 
people who rushed off to try to claim 
extraordinary deductions going to do? 
No letter stressed the dissent. 


The writer wants no one to think 
that he is “agin” these reports. The 
very fact that he scanned them, in his 
search for what he wanted, shows that 
they have merit. But, at the same time, 
he used a lot of other material. The 
standard loose-leaf services ; bound vol- 
umes of cases and commentaries; and 
(and please don't think he’s bragging) 
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the alluvial mental deposit which 29 son’s committee is going to be asked 
years of practice brings down. Almost to do some plugging. 

any reader of this magazine would have 3y and large, this writer sticks to 
done the same. The point about these his old creed. There is nothing quite 
“letters’’ is that the lay subscriber usu- as good as a well-established loose-leaf 
-_11 11¢ at > rotecc y mic : c - 

ally outnumbers the professional. And service, which reports cases as such; 
that is dangerous. The man who pre- and leaves comment, if anv. to a dis- 
scribes his own medicine may cure him- : 
self; but it’s safer to have a physician 


do it. 


tinctly earmarked section. Then, for 
technical discussion and correlation, 


; cee Ss there are magazines like this one, the 
Furthermore, these ‘services’ are = 
really doing the public a “disservice” in 
emphasizing the possible “loopholes”. : i: ; 
If they are genuine, why call the Treas- The “letters” have a place. It should 
ury’s attention to them? The Treasury _ be that of a signpost. It points the way. 
might overlook one or two. But when 3ut a signpost is no substitute for a 
taxpayers try them wholesale, Knut-  well-paved road. 


able law journals. 


ee 


AN ADIRONDACK VIEW 


The accountant’s confession. We have forgotten the things that we should have 
remembered; and we have remembered the things that we should have forgotten; there 
is no help in us! We have not said what we should have said; and we have said the 
things which we should not have said; we will never become proficient enough in 
influencing others! We have added what we should have subtracted; and we have written 
in red where we should have written in green; we must be color-blind! We have 
worked when we should have slept; we have figured when we should have played golf; 
we have played golf when we should have played horseshoes; what a mess we are! 
Perhaps we are C.P.A’s. when we should have been lawyers, doctors, ostrich hunters, 
or something else—name your own poison. Guess we are about like most other people. 


LeonArD HovucutTon, C.P.A. 
Of the Adirondack “Chapter” 
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Auditor’s Guyed 


By Tuomas W. 


Soo impression upon a client, es- 
pecially a new client, and the client’s 
employees, are lasting. Considerable 
tho ight should therefore be devoted to 
entrance upon engagements. Naturally, 
the physical appearance of the gentle- 
man in charge and of his supporting 
cast—beg pardon, staff—as they appear 
it the scene of the audit, is very impor- 
tant. To that end the attire of the 
aforementioned leader of the group, 
and indeed that of his companions, 
should be impeccable. For this purpose 


there are suggested a morning — not 
mourning — coat, that is a dark cut- 


away, with boutonniere, a double- 
breasted pearl grey waistcoat, striped 
trousers, a wing collar, ascot scarf held 
together with a large diamond horse- 
shoe pin, high button shoes, (now on 
Broadway!) and spats to match the 
waistcoat. A black bowler (derby), 
pearl grey suede gloves and a walking 
stick should complete the costume dur- 
ing the Spring and Autumn months. 

For the Summer and Winter seasons 
it is desirable that costumers to the 
elite be consulted. After the first day, 
smart business suits would be in order, 
with a change in the color scheme each 
morning. All members of the group 
should enter the premises puffing clouds 
ot very strong tobacco smoke from 
well-ripened pipes. 

After the customary salutations and 
introductions have taken place, the 





Tuomas W. Byrnes, C.P.A., has 
been a member of the Society since 
1911, and is a Certified Public Ac- 
countant of New York and New 
Jersey. He is also a member of the 
American Institute of Accountants. 
He was formerly an Associate Pro- 
fessor of Accounting at Columbia 
University. 
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3YRNES, C.P.A. 

client’s officers or partners should be 
asked to vacate their private offices so 
that the auditors may have comfort as 
well as privacy for their deliberations. 
Sometimes a slight difficulty is ex- 
perienced in making these arrange- 
ments, but firmness on the part of the 
group leader will usually bring about 
the desired results. 

Several of the client’s staff should be 
placed at the disposal of the auditors 
to fetch books, vouchers, et cetera, and 
to run errands for them; and this brings 
to mind another matter. It is deplorable 
that auditors, because of their superior 
knowledge of all things, have been 
known to act undemocratically with 
clients’ employees. Familiarity should 
be encouraged and luncheon and other 
dates, particularly with the secretarial 
young ladies, should be frequent. Gossip 
and other information casually dropped 
in intimate conversations may prove ot 
more than passing value to the auditors 
and, permanent attachments often re- 
sult from these meetings. 

Lest neophyte auditors be awed by 
the “No Smoking” signs which abound 
on the premises, they should remember 
that these are not intended for them. 
Their nonchalance in ignoring such ad- 
monitions will bring forth great ad- 
miration and respect from the non- 
professionals who are compelled to 
accept such restrictions of their own 
liberties. 

Arrangements should be made at the 
very outset for afternoon refreshments. 
Tea and crumpets will suffice unless the 
client is a convivial soul, in which case 
a good time may be had by all, particu- 
larly if the auditors show their appre- 
ciation by relating highly confidential 
information re garding the affairs of 
other clients, competitors included. 

The audit will now undoubtedly pro- 
gress in accordance with the wishes of 
the gentleman in charge. In procedures 


631 

















The New York Certified Public Accountant 
S calling amounts from one ac- much easier for the auditor to ask the ‘“ 
ig record to another, it has been same question each time a particular 
foun t these endeavors have a pecu- matter occurs, so that the effort of | 
li lling and soothing effect on making notes may be dispensed with. | 
st gaged in the operation. If The person approached feels important = 
ie this occurs those affected when asked the same question many 
1 to the call of Morpheus, the times and is usually flattered by the To 
effect of an hour’s complete relaxation notice he attracts. If the subject is suf- | 
I] ‘e than compensate for any ap- ficiently important to require an ex- 
parent inaccuracies or other indications planation from any of the higher-ups, mi 
t | f time incurred in slumber. Of the inquiring auditor should not stand oe 
‘oun it is a flat rate engagement, on ceremony but should “barge in” the 
the immediate senior auditor may sug- early and often on such persons who col 
rest other means for continuing the cannot but greatly admire the tenacity art 
calling and checking. In the comparison — of the inquirer. len 
= SeCereS se ie expected that the books Departure from the engagement Fy 
and documents examined will retain nada seceies the dame come ole tia 
some indication of the attention de- -ideration and enthusiastic demonstra- Yc 
voted to them by the auditors. Check : Bee) iy sae is C 
ane eile: casei ith 3 ; tion as entrance upon it. To impress cat 
larks (usually apphed with indelible the client and employees with the in- the 
colored pencils or colored inks) furnish gependence of the auditors, the offices cor 
the means. Also rubber stamps are occupied by the examiners should be ) 
S metimes used. And, it is desirable left in a state of complete disorder. 1 
iat such attentions be prominent ‘aj.4 some documents such as cheques, 
ee observed at some distance. Contracts, leases, insurance policies and nad 
. . > ; the ex — ns aoa beg sewer the like, should be carried off, apparent- wn 
“5 iat very conspicuous. Sention 1 inadvertently, just to see if the nc 
nag i ea oi . audited concern’s clerks discover the cs 
tats 1, Mee ange eee, COM Joss — and when they do and telephone : 
—— we should be duplicated on the an inquiry to the auditor’s office for 
tec pa _ a the fate of the them and they are found, a hearty laugh ete 
sealer ach. pcp documents. I he keep- will be enjoyed by all concerned. + 
t the respective records will be : Mi 
to show such outstanding proofs If the foregoing suggestions are pre 
t the accuracy of their endeavors. closely followed, the “good-byes” upon gre 
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CORRESPONDENCE 











To The Editor of The New York 
Certified Pyblic Accountant : 


As users of financial statements, the 
investment world is much distressed at 
the advocacy of the “all-inclusive in- 
come account” by Earle C. King in his 
article, “The Income Statement—Prob- 
lem Child of Accountancy” in the June 
issue of The New York Certified Public 
Accountant. A recent poll of a substan- 
tial number of members of the New 
York Society of Security Analysts indi- 
cated an almost unanimous demand for 
the “current operating performance” 
concept. 

Mr. King’s arguments for full dis- 
closure of the facts and for uniformity 
in income accounts constitute the main 
body of his article. With them we con- 
cur. But—they support either form of 
income account and are not arguments 
for the one concept as against the other. 

The listing of the items of ‘“‘abnor- 
malities” in the Wall Street Journal re- 
ports of net income figures, in which 
Mr. King has been much interested, 
prove two things: first, the inevitable, 
great emphasis, as a practical matter, 
upon the single figure of ‘net income” 
and—even if this were not so—the im- 
possibility of stating the nature of all 
those abnormalities which may greatly 
distort the net income figure so clearly 
that the reader could make his own 
proper discriminations. 

But burying the problem by merely 
throwing all items into the income ac- 
count does not solve it nor make a use- 
ful tool for the readers and users of 
financial! statements. 

Clearly, the segregation by manage- 
ment, with the approval of independent 
accountants, of such items is an essen- 
tial guide to the investment world. The 
facts as to these items should still be 
stated, of course, but the net income 
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figure should not be made a meaningless 
concept in a technician's paradise—it 
should reflect the careful judgment of 
management and accountants. 

All in all, we admired Mr. King's 
statement as a compelling—albeit un- 
intended—argument for the current 
operating performance type of income 
account. May we have it? 


Very truly yours, 
RoBerT V. Horton 


New York, N. Y. 
July 1, 1948. 


(Ed. Note: The foregoing letter repre- 
sents the personal views of Mr. Horton, 
who is a partner in the firm of Goldman, 
Sachs & Co.) 


To the Editor of The New York 
Certified Public Accountant: 


Pity the poor old balance sheet. Ap- 
parently it has few friends and almost 
any writer on corporate accounting 
feels free to take a whack at it. Yet it 
has survived, a little crippled maybe, 
but still, like Johnny Walker, going 
strong. There must be some good rea- 
son for this. 

The writer is not an accountant. For 
some forty vears it has been his job to 
interpret balance sheets and income ac- 
counts for the “average investor”. 
What knowledge of accounting he pos- 
sesses has been learned the hard way, 
trying to develop the “truth behind the 
facts’, to explain these truths in words 
that the uninitiated may understand. In 
this he thinks he can boast some meas- 
ure of success. His viewpoint, neces- 
sarily, is neither that of management 
nor of the accountant but of the share- 
holder, the investor. 
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considerable interest, 
theretore, that he read Mr. Hecht’s 
irticle in the July issue of The New 
York Certified Public Accountant. He 
agrees that the “Position Statement”, 
advocated by Mr. Hecht, will be of 
great use to management, but only if 
used in relation to the balance sheet. In 
fact, he has assumed that accountants 


with 


regularly prepared for the corporations 
whose accounts they handled state- 
ents more or less along the lines of 


position statement. 
But so far as the investor, who must 
iepend solely upon the issued corpora- 
m report, or the financial writer who 
must interpret it for him, the position 
t, used without an accompany- 
ing balance sheet, will obfuscate rather 
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than clarity. In fact it will be harmful. 
lake the item of “frozen capital”. 
As outlined by Mr. Hecht, this does not 
ll him how much the corporation’s 
tunded debt is or its relation to other 
assets. It does not tell him whether 
leht+ 3 : , 4 . : : 
lebt is being increased or liquidated. 
Att tin etnte tn the net af 6 * 
All he gets 1s the net of fixed assets in 
excess of debt. 


“emergency capital”, without 
sure of the details, is mean- 
. What is this emergency capital ? 
Is it in government securities or in 
securities, or in stocks of 
athliated companies which would, in a 

», represent fixed assets? Again 
you need the old fashioned, detailed bal- 





speculative 


Then why ignor ? Some 


I ) VhnvV ignore reserves: 
Imitt would properly be includible 
with s s. But ask any of the big 


department or chain stores that went 
thr depression of 1920-22 
whether they consider their inventory 
as surplus. 
the above must be inter- 
preted as an objection to the position 
nt advocated by Mr. Hecht. 
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The challenge is to its use as a successor 
to the balance sheet, which he recom- 
mends. To make it so would be dis- 
tinctly a backward step in corporate 
reporting to the investing public. 

Admitting the advantages of this 
statement in combination with the bal- 
ance sheet it may still be questioned 
whether it is the most desirable supple- 
ment available. 

The writer prefers a Summary of 
Financial Operations such as is pub- 
lished each year by the United States 
Steel Corporation. This shows in detail 
what happened to all the money the 
corporation took in during the year, 
how much went to increase working 
capital, how much was spent for plant, 
for redemption of debt, and so on. 

It would be a big step forward if all 
corporations reporting to share holders 
included with the detailed balance sheet 
and income statement a summary of 
financial operations along the lines fol- 
lowed by U. S. Steel. 

Meanwhile, let’s have the balance 
sheet. Of course, it can be and should 
be improved. The improvement, how- 
ever, should be along the lines of sim- 
plicity, avoidance of technical language, 
etc. But it should not be changed in 
essence, or discarded for something 
else. 

Very truly yours, 
ARUNDEL COTTER 


44 Broad Street 
New York, N. Y. 
July 14, 1948. 


(Ed. Note: Mr. Cotter is the Tax Edi- 
tor of The Wall Street Journal. He has 
been connected with that publication 
for the past 39 years, during many of 
which his principal job was the study 
and interpretation of corporate re- 


ports. ) 
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BOOK REVIEWS 














Accounting Technique 


By John N. Myer, published by the 
author, The City College of New 
York, New York 10, N. Y., 1948. 
Pages: 308, including 242 pages of 
text and 66 pages of questions, prob- 
lems and index ; $4.00. 


“Accounting Technique” was written 
as “a brief college course” for students 
“who do not intend to practice account- 
ing.” It is clear, readable, and concise; 
less than one-half the size of the aver- 
age, conventional, first-year, accounting 
text. In spite of its size, the major ele- 
ments of the customary course are 
treated and, tor the most part, ade- 
quately. 

The approach is through the account. 
A service enterprise is used for illustra- 
tion for the first three chapters until 
merchandise accounts are treated in the 
fourth. Journals, including special cash 
journals, are introduced promptly in 
- two “as a means of collecting 

be put into the accounts.” After 
r devoted to profit determina- 
d the income statement, accounts 
merchandising business are con- 

and the sales and purchase 
ls are discussed. The next sev- 
al chapters cover subsidiary ledgers, 
periodic adjustments, financial state- 
ments and the work sheet. Thus, there 
| stantially complete technique for 


a sole-proprietorship in the first eight 











chapters. 

The remainder of the text treats of 
and drafts, partnerships, corpora- 
manufacturing accounting, and 
pics as disposition of fixed assets, 

‘onciliation, petty cash, voucher 
payroll deductions, and sales 
taxes. 


The problems appear to cover the 
subjects treated in the text and are writ- 
194 


ten in the same clear and concise 
fashion. However, the quantity is lim- 
ited to a minimum and there could be 
little or no variation in assignments un- 
less supplementary material were used. 
In addition to the problems, there are 
about twenty questions for each chapter. 


Among those non-practitioners for 
whom this brief course was written, 
Professor Myer includes “engineers, 
lawyers, economists, statisticians, credit 
men, investors, business executives, and 
persons preparing themselves for such 
professions. It is also suitable for use 
as a refresher by those who have al- 
ready studied accounting,” he suggests. 
The reviewer is not in complete agree- 
ment with the thought of the use of this 
text for non-practitioners. 

A knowledge of subsidiary ledgers 
and special and multi-column journals 
is likely to be of little value to the econ- 
omist, lawyer, statistician, investor, or 
many types of engineer. These record- 
keeping techniques of accounting would 
very likely be useful for the business 
executive, certain types of engineer, and 
possibly also for the credit man. It 
would be more beneficial for students in 
the other professional areas if greater 
attention were paid to limitations and 
significance of accounting measurement. 
Problems in valuation, cost allocation, 
unit costing, and profit determination, 
and arrangement and significance of 
items in financial statements are likely 
to be of greater importance to econ- 
omists, lawyers, investors, and the 
others. Such topics can be handled even 
on an advanced basis with no difficulty 
with a technique limited to debit and 
credit, accounts, the ledger, the general 
journal, the trial balance, and perhaps 
also the worksheet. The accountants 
themselves do not use any more in 
advanced theoretical problems. The 
conventional accounting course which 
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includes the record-keeping techniques 
of subsidiary ledgers, and special and 
multi-column journals, has been de- 
signed primarily for students intending 
to be accountants. In this sense “Ac- 
counting Technique” is a conventional 
type text. 

For instructors who have consider- 
able supplementary material of their 
own to present and who want a concise 
text to use as a keystone, “Accounting 
Technique” should serve well. It should 
also be of interest for a briefer intro- 
ductory course for accountants, for use 
in a short course for business men, or 
perhaps as a text in a course in the area 
of adult education. 

DANIEL LIPsky 
Brooklyn College 


Brooklyn, N. Y. 


Hotel Accounting 


By Ernest Bb. Horwath and Louis 
Toth. THe Ronatp Press Com- 
PANY, New York, N. Y., 1948. 
Pages: ix + 497; $7.00. 

This work is a completely revised 
version of the first edition of this book, 
published twenty years ago. It follows 
the original plan of presentation, and 
discusses procedures for a transient 
hotel of 350-400 rooms ; however, modi- 
fications thereof for hotels of other sizes 
and types are also explained. 

The revised edition reflects, among 
other things, the current version of the 
“Uniform System of Accounts for 


Hotels”, established procedures for 
beverage sales and cost control, and the 
latest methods of recording payrolls 
and taxes based thereon. 

Several new chapters have been in- 
cluded: one, entitled “Leases and 
other Agreements”, develops situations 
wherein the hotel rent is based wholly 
or in part upon income, or wherein in- 
come must be accounted for, pursuant 
to plans of reorganization and trust 
agreements relating to income bonds, 
Another, entitled “Hotel Statistics”, 
reflects recent trends in the develop- 
ment and compilation of statistical in- 
formation relating to hotel operation, 
The problems of depreciation of hotel 
buildings and of the differentiation of 
capital and revenue expenses are dis- 
cussed and brought up-to-date in a new § 
and separate chapter on “Fixed 
Assets”. : 

Appendix “A” presents a simplified 
system of accounts for small hotels of 
less than 100 rooms. Appendix “B” 
sets forth illustrative statements for a 
440-room hotel. Appendix “C’”’ contains 
some informative statistical data rela- 4 
tive to hotel operation. 

This book will appeal to experienced J 
hotel accountants and auditors, as well 
as to other hotel personnel and students § 
whose technical knowledge of account- 
ing may be somewhat limited. The 
treatment of subject matter is authori- 
tative and the style of presentation is 
clear and easily comprehended 
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